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POSTWAR POLITICAL ECONOMY: THE PRESIDENT’S REPORTS? 


M. BRONFENBRENNER 


“Against Inflation—Against Deflation—For Flation.”—The Senator Was Indiscreet 


GENESIS 


ago. Economists knew that V-J Day 
meant major depression and mass 
unemployment. Econometricians knew 
(within confidence intervals) how major 


[ was hardly more than three years 


would be the depression and how massive 
the mass. The present writer knew less 
than confreres who had dodged the draft 
honestly in civilian garb, but he knew 
something. He knew, from repeated cal- 
culations, his number of discharge points 
to the second decimal place. His over- 
powering fear was that of “essential” 
classification, meaning removal from the 
point system and a year’s handicap on 
the shrinking employment market. He 
expressed in verse the terrors of the 
military “specialist”: 

When our bodies wash ashore in the Penniless 

Postwar 


(After every other corpse you care to men- 
tion), 


‘A review article on Council of Economic Ad- 
Visers, The Economic Reports of the President (New 
York: Reynal & Hitchcock, 1948), pp. xiv-+136+ 
171. (The report of January, 1948, seems to have 
been inserted after the remainder of the pages had 
| been numbered. Pagination is therefore irregular. 
The report of July, 1948, appeared subsequent to 
_ the issuance of this volume.) 


They can join the hungry mob, fifty men to 
every job, 

Too old to fight but still too young to pen- 

sion. 

This True Confession is designed not 
so much to pawn off unpublishable verse 
on an unwilling editor as to fend off 
charges of superciliousness engendered 
by the in- and hindsights which follow. It 
is designed likewise to re-create the at- 
mosphere in which the Employment Act 
of 1946 was conceived. “Full Employ- 
ment”’ was the slogan of the hour. It was 
to be “guaranteed” at all costs, with 
special reference to G.I. Joe, and by the 
Government, if not by the Economy. 
Great Britain and the Dominions had 
their several White Papers. We had the 
Murray Full Employment Bill, an em- 
bryo certainly developed more fully and 
perhaps advanced further along the 
(primrose?) path of economic evolution 
than the infant eventually born and cur- 
rently under examination. 

The Full Employment Bill (S. 380 of 
the 79th Congress) was sponsored jointly 
by four of the most distinguished New 
Deal Democratic senators: Murray 
(Montana), O’Mahoney (Wyoming), 
Thomas (Utah), and Wagner (New 


373 











374 


York). The federal government was to 
guarantee employment to all persons 
willing and able to work. The president 
was to prepare an annual “Employment 
Budget” for consideration by a joint 
committee of both houses of Congress. 
This was to be an estimate of the number 
of jobs to be provided through the con- 
sumption and investment forecast for the 
year. If this number should be less than 
the anticipated labor force, the federal 
government should assume responsibility 
for remedying the situation. Its fiscal, 
price, tariff, excise, monetary, and mo- 
nopoly policies were to be adjusted so as 
to eliminate the unemployment antici- 
pated. If these measures should prove in- 
adequate, public expenditures for con- 
sumption and investment should be in- 
creased (in accord with a prearranged 
plan) to provide additional employment 
directly. 

If the bill had been prepared a year 
earlier, with the war in full swing and 
Roosevelt in the White House, and had 
1944 not been an election year, the Mur- 
ray Bill might have passed both houses. 
With the war’s end and Roosevelt’s 
death, the protests of older economists 
and conservative businessmen came to be 
heeded. Some of these men were less con- 
vinced of the immediacy of postwar de- 
flation. Some read into the bill accept- 
ance of the “stagnation” or “maturity” 
thesis in some form: Some were con- 
cerned with the inflationary conse- 
quences of guaranteed employment for 
members of strong unions. Some feared 
that public expenditures, as a guaranty 
of last resort, would expand the govern- 
ment sector eventually into a completely 
planned economy by a backdoor route.? 

*S. E. Harris arranged for the August, 1945, 
issue of the Review of Economic Statistics a sym- 
posium on the Murray Bill by five members of the 


Harvard faculty. This symposium is most helpful 
in sampling professional opinion as of V-J Day. 


M. BRONFENBRENNER 











S. 380 finally passed (without a dis- 
senting vote in the Senate) to the higher 
dignity of Public Law 304—79th Con- 
gress. But the word “Full” had been 
eliminated from its title, and no guaran- 
ties whatever were included. Congress 
enunciated the “policy and responsibility 
of the Federal Government” to “coor- 
dinate and utilize all its plans, functions, 
and resources for the purpose of creating 
and maintaining... conditions under 
which there will be afforded useful em- 
ployment opportunities ...for those 
able, willing, and seeking to work.” 
There were several hedges, however. 
Only “practicable” (politically palat- 
able?) means “consistent with . . . other 
essential considerations of national poli- 
cy” were to be employed. “The assist- 
ance and cooperation of industry, agri- 
culture, labor, and State and local gov- 
ernments” was required. Employment 
was to be afforded only “in a manner 
calculated to foster and promote free 
competitive enterprise and the general 
welfare.” As one critic has put it: 

Herbert Hoover himself would have sub- 
scribed to this, and to more than this. The pre- 
ambles of hundreds of Acts of the last genera- 
tion say as much. The fact that no Senator felt 
hostile enough to the Act to vote against it at 
least suggests that it would be a mistake to read 
too much into the declaration of policy as mark- 
ing a change of economic philosophy.’ 

The “employment budget” of the orig- 
inal Murray Bill became an annual co- 
nomic Report of the president to Con- 
gress. This report has tended to cover 
long- as well as short-run problems and 
to overlap the president’s other major 
messages on the budget and the state of 
the Union.‘ It is referred to a Congres- 


3 Jacob Viner, “The Employment Act of 1946 
in Operation,” Review of Economic Statistics, XXIX 
(May, 1947), 78. 

4 This development has met with the disapproval 
of many original supporters of the Murray Bill. 
Thus Professor Alvin Hansen, in dejected mood, 
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sional Joint Committee on the Economic 
Report for study and criticism—even 
this was not feasible in 1947—and that 
is all, save for a flurry of newspaper 
headlines. 

The Economic Report of the president 
is prepared by the staff of a new “top- 
drawer” alphabetical agency, the C.E.A. 
(Council of Economic Advisers). This 
so-called Supreme Court of Economics is 
in large part the Fiscal Policy Division of 
the Bureau of the Budget writ large and 
exalted in status. The C.E.A. also sub- 
mits annual reports to the president, out- 
lining basic economic philosophy in jour- 
nalistic form. These have aroused at 
times more interest and comment than 
the president’s Economic Reports them- 
selves. The council has also prepared on 
executive request special reports on par- 
ticular economic issues, such as the 
domestic economic impact of the E.R.P. 
(Marshall Plan). 

Professional and public interest in the 
council and its work, however, has tend- 
ed generally downward since its incep- 
tion. At the Cleveland and Atlantic City 
meetings of the American Economic As- 
sociation in 1946 it was the leading topic 





comments: “If the Economic Report becomes, 
year by year, a mere résumé of proposed legislation 
which the President has urged upon Congress, it is 
not likely to serve any very useful purpose, and it 
will certainly not perform the function intended in 
the Employment Act of 1946. ... The Economic 
Report will lose all meaning if it attempts to formu- 
late desirable public policy all over the map” (“The 
First Reports under the Employment Act of 1946,” 
"‘— of Economic Statistics, XXIX [May, 1947], 
73). 

The Congressional Joint Committee on Economic 
Report also objects: “There is no measure before 
Congress which does not to some extent affect the 
economic welfare of the people of the United States. 
But where the political or social aspects greatly 
outweigh the effect on the operation of the economic 
machine, we feel that the matter should be dealt with 
in the President’s State of the Union message rather 
than in his economic report” (Report on the January 
1948 Economic Report of the President [80th Cong., 
ad sess., Senate Rept. 1358], p. 2). 
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of discussion. At the Chicago meeting in 
1947 it was barely discussed. Vis-d-vis 
Congress, the council’s standing has fall- 
en to one of “final probation,” to borrow 
a term from deans’ offices throughout the 
land. Its appropriation for the fiscal year 
1949 barely escaped excision by the 
House Appropriations Committee. A 
one-year reprieve from the Taberian axe 
was granted as a last chance to reform.$ 
The council has lost prestige by yielding 
alternately to Scylla and to Charybdis. 
One moment it has seemed the “ivory 
tower” research agency, too remote from 
reality for meaningful results. And the 
next, it has sunk to an ideological club for 
the exclusive use of the president in be- 
laboring his political opponents. It is 
currently in process of avoiding at least 
the last-named error by making its serv- 
ices in the study of special issues avail- 
able to Congress and congressional com- 
mittees on the same terms as to the presi- 
dent, although its annua! reports will 
continue to be addressed to the president 
alone. In August, 1948, for example, 
members of the council testified before 
the Senate Banking Committee in sup- 
port of the president’s anti-inflation 
program. 

The volume here under review includes 
between hard covers the annual Econom- 
ic Reports of the president to Congress in 
January, 1947, and January, 1948, the 
special Midyear Report of July, 1947, the 
text of the Full Employment Act of 1946, 
and a brief introduction by the council. 
It would have been advisable to include 
also the two annual reports of the council 
to the president and the text of the origi- 


5 More moderate, however, is the Congressional 
Joint Economic Committee’s Report: “We feel that 
the operations under the [Employment] Act have 
fully justified its passage and have given us a good 
start on the national economic policy guided by more 
information and study than we have ever nad be- 
fore” (p. 1). 
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nal Murray Bill. The jaundiced eye 
which some business spokesmen cast on 
the council and all its works is hardly 
intelligible without these documents. 
The elaborate statistical appendix to 
each Economic Report is included in full. 
An admirable and compact summary of 
official statistics is thus provided, at the 
expense of considerable duplication 
among the three appendixes. 


ECONOMIC GHOST-WRITING 


Rare is the economist venturing forth 
from ivy-covered citadel except to serve 
his term as ghost—at least part time or 
at intervals. Public figures and public 
figureheads, the whole array of V.I.P.’s, 
must sign reports they have never read 
and deliver addresses they have never 
seen. If the reports and addresses deal 
with economics, the subordinates who 
prepare them have usually been econo- 
mists. But rare is the economist who can 
do his best work, or even professionally 
competent work, while on duty as a ghost 
in a bureau drawer. 

Two obvious reasons for this are the 
presence of haste and the absence of 
personal recognition. But both of these 
are less important to the Economic Re- 
port of the president of the United States 
than to the run-of-the-mill annual survey 
or the address to the Kiwanians of 
Okmulgee. Then, again, there is a little 
matter of censorship. In most govern- 
ment offices, it is true, and in a respect- 
able minority of private pressure agen- 
cies, the economist is not required to pre- 
pare statements he knows to be false or 
fallacious. But is he then free to indite 
the whole truth—including the unpleas- 
ant portions? Hardly, if political inex- 
pediencies are involved in an election 
year or if the V.I.P. in question has 
lagged behind his ghost in analytical en- 
lightenment. 


M. BRONFENBRENNER 


The fact of collaboration with col- 
laborators not chosen by one’s self and 
not limited to particular pieces of work 
also exercises its effect, sometimes dead- 
ening. The famed give-and-take of the 
conference table frequently results either 
in a least common denominator of plati- 
tude or in a procession of qualifications 
whose final purport is obvious to nobody. 

Stylistic considerations protecting the 
principal must be borne in mind con- 
stantly by the ghost. A V.I.P. should 
understand what he is saying, preferably 
on first reading. If the project is a written 
report, nothing should be included of 
which he does not know the meaning suf- 
ficiently well to support or paraphrase it 
under cross-examination. No admissions 
should be included which may be self- 
incriminating if wrenched from their 
contexts. Conflicts and inconsistencies 
with previous statements of the V.I.P., 
his coequals, or his superiors are sireng 
verboten. Disagreements with past actions 
of legislative bodies are taboo for the ad- 
ministrative official, whose adverse criti- 
cism of the legislative exercise of any 
power is interpreted on the American 
scene as a plot for its usurpation. Ex- 
ploration of theoretical implications or 
philosophical preconceptions is mini- 
mized; the C.E.A., for example, includes 
such material in its own reports rather 
than in the president’s. Obiter dicta of 
this sort are limited largely to ceremonial 
obeisance to Home, Mother, the Consti- 
tution, and Free Enterprise or to cere- 
monial exorcisms of Sin and Foreign 
Isms. 

Public and semipublic bodies as di- 
verse as the British Parliament, the 
Temporary National Economic Commit- 
tee, the National Bureau of Economic 
Research, and the League of Nations 
have secured their most valuable studies 
on economic problems not from ghosts 
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but by ad hoc assignments to scholars 
who selected their own staffs (if any) and 
accepted personal responsibility for the 
results. The nascent science of public 
administration has yet to develop the 
means of combining the scientific value 
of a Bullion Report or a Prosperity and 
Depression with the timeliness, periodic- 
ity, and political authority required for 
short-run applications in the real world. 

It is unfair to the council and its staff 
to criticize its product, as it is criticized 
here, as a finished and measured pro- 
nouncement on economic policy or, at 
the very least, as an advanced text on 
current economic problems. The coun- 
cil’s staff is not only (thanks to emanci- 
pation from the viscous grip of the Civil 
Service Commission) unsurpassed in 
professional competence among the eco- 
nomic agencies of present-day Washing- 
ton, but it would have done credit to the 
Washington scene a dozen years ago, and 
it could form without assistance a first- 
rate graduate economics department at 
any university in the country. If the 
ghosts as ghosts have not risen above 
their spectral milieu, it is the milieu 
which is at fault and not the ghosts as 
people. 


POLICIES AND THEIR COSTS 


Economic policies, like economic 
goods, have their costs of production. 
There are real costs—risks run and evils 
undergone. There are opportunity costs, 
alternative benefits forgone. These costs 
can be reduced, and it is the essence of 
sagacious policy-making to minimize 
them. They cannot be reduced to zero, 
however, in the general case—despite the 
effort of the president, aided and abetted 
by the C.E.A., to do so for the policy of 
inflation control. 

Two general mechanisms for inflation 
control are known. One of them is over- 
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all monetary and fiscal contraction. The 
other is a network of piecemeal direct 
controls over individual prices, wages, 
and outputs. Each mechanism has its 
costs. We can control inflation as soon as 
we are willing to pay these costs. In the 
best judgment of both the administration 
and the opposition that time is not yet. 
So the inflation continues. 

What are the costs of monetary-fiscal 
contraction? Primarily, this policy runs 
the risk of inducing losses and unemploy- 
ment on a large scale in any economy in 
which inventories have been accumulat- 
ed and expansions undertaken on bor- 
rowed funds, which require continued 
price increases to render the projects 
profitable. Contraction in some of its 
forms runs the risk of a money panic if 
bond prices fall or interest rates rise 
abruptly. Contraction means greater re- 
gressivity in taxation, if inflationary 
pressure from the demand side is to be 
taken off the prices of necessities real and 
conventional. It likewise involves reduc- 
tion in the scale of government expendi- 
tures both desirable in themselves and 
equalitarian in their income effects. 

What are the costs of direct controls? 
Restrictions on consumer and producer 
choices; drain of manpower in observing, 
modifying, avoiding, evading, and en- 
forcing whatever controls may be adopt- 
ed; the risk of bogging down altogether 
in a mass of red tape, maladministration, 
underproduction, flight to uncontrolled 
goods, and strikes against controls; and, 
finally, the risk of proliferation into the 
completely planned economy of Hayeki- 
an nightmare, including restrictions on 
freedom of movement, choices of jobs, 
and liberties of speech and thought in 
opposition to the planners. 

To express the matter in a different 
way: The cost of a reasonably stable 
price level is the partial sacrifice of at 
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least one of the following three desider- 
ata: assured full employment, strong 
trade-unions, and freedom from direct 
controls. This is the dilemma which the 
president faces only occasionally and 
obliquely. When it is faced at all, the 
recommendation is for a few “selective’’ 
controls—price, rationing, allocation (of 
goods, never of labor). As though such 
controls never spread and multiplied in 
practice; as though the sufficiency of the 
original “‘selective” controls were a cer- 
tainty! More frequently, the approach is 
pure exhortation. Business, Labor, and 
Agriculture—appropriately _cartelized 
and unhampered by either chiselers or 
consumers—are to assemble and agree 
among themselves to check inflation. All 
without regard to the clearing of the 
market at whatever prices they decide to 
administer, without restraint on possible 
monopolistic and restrictive implications 
of private allocation plans, and without 
any visible cost to the general public in 
an election year. 

Both Chairman Nourse and Vice- 
chairman Keyserling of the C.E.A. have 
been known as proponents of sawdust- 
trail economics. Mr. Nourse, as a staff 
member of the Brookings Institution, 
takes a conservative approach. He has 
evangelized orally and in writing for at 
least ten years. Business does not seem 
to have taken kindly to the Nourse low- 
price gospel when it involved an expan- 
sion of output which was physically pos- 
sible. Its subsequent partial acceptance 
may be reflected in current shortages and 
gray markets for automobiles, steel, and 
petroleum products.® Mr. Keyserling is a 


® Consider a passage from the Midyear Economic 
Report of July, 1947: “There is ample evidence 
that many businessmen realize that charging less 
than the traffic will bear is good business policy and 
is in the public interest. Many firms are rationing 
their output among customers, which shows that 
they could obtain higher prices. The so-called 
‘gray market’ prices are an indication that regular 
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younger man and a “New Dealer,” in 
whose Pabst Prize essay and more recent 
writings’ has been found a vein of hostili- 
ty to business leading to the suspicion 
that he would prefer that the entire cost 
of stopping inflation be shii‘ed to the 
business sector, with wage increases or 
price reductions financed “out of profits” 
a la Nathan Report. 

Whatever we may say for the ethics of 
costless inflation controls on the horta- 
tory pattern, their historical record of 
economic accomplishment is not encour- 
aging, and their compatibility with “free 
enterprise” is doubtful. To quote Viner 
once more: 


We should have been told more about these 
proposals—or less. As they stand, it is not clear 
that they do not represent a revival of Herbert 
Hoover’s reliance on exhortation as a means of 
inducing business, labor, and agriculture to do 
in response to an official judgment on what is in 
the public interest what seems to them to be in 


suppliers are charging less than demand would per- 
mit”’ (p. 113). “Charging what the traffic wi!l bear” 
is a phrase with negative emotive content and at 
least two meanings. It applies to the pure competitor 
who charges a competitive price which clears the 
market. It also applies to the imperfect competitor 
who restricts his output and raises his price de- 
liberately or who indulges in prices discrimination. 
The liberal economist approves the first and con- 
demns the second. The Economic Report muddies 
the waters by failing to distinguish een them. 


7Mr. Keyserling’s essay, “The American Eco- 
nomic Goal,” is reprinted on pp. 11-15 of The Win- 
ning Plans in the Pabst Postwar Employment Awards 
(Milwaukee: Pabst Brewing Co., 1944). His most 
recent signed article is entitled, “Everybody’s 
Problem: Prices, Wages, Profits,” Harper’s Maga- 
zine, CXCVI (March, 1948), 221-28. 

It is an open secret that business spokesmen 
blame Keyserling primarily for alleged “Marxist” 
and underconsumptionist statements in the Council 
of Economic Advisers, Second Annual Report to 
the President (December, 1947), pp. 17-20. For 
the relevant quotations and conservative reactions 
thereto see the Appraisal of Official Economic Re- 
ports (“Studies in Business Economics,” No. 16 
{New York: National Industrial Conference Board, 
1948]), particularly the comments by Rufus Tucker 
(pp. 8-12), Jules Backman (pp. 25-27), and Glenn 
Saxon (pp. 51-59). 
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their individual interest and also in the public 
interest to refrain from doing. It is not clear, 
also, that they do not represent a proposal to 
revive N.R.A., but without benefit of statutory 
consecration. The Council’s insistence that 
there is incompatibility between great private 
concentrations of economic power acting solely 
with a view to their own immediate interest and 
the maintenance of stability in the economy as 
a whole is well taken. . . . The Council should 
give thought, however, to the possibility that 
the remedy should be sought rather in reducing 
the giants to more modest proportions than in 
reliance upon them to act as statesmen instead 
of according to their nature.® 


PINPOINT VERSUS BLUNDERBUSS 


When recommending controls at all, 
the president and his council emphasize 
a specific or pinpoint variety (price con- 
trols, rationing, allocations) which goes 
against the price system rather than the 
over-all or blunderbuss variety (mone- 
tary, monopoly, and fiscal policy) which 
utilizes it. This writer’s preference is all 
the other way, on libertarian grounds. 
“While governments should be extremely 
serious in what they do about money, 
other things—prices, profits, wages, 
trade, and travel—should be allowed to 
go free.... While governments might 
have to plan money they need plan little 
else.’’? 

This is not a wringing of the hands and 
shouting of “Unclean!” at every mention 
of direct controls. They are suited ad- 
mirably to short-term holding actions at 
critical points, since over-all controls 
take substantial time to stabilize an 
entire front.’® The objection is to exclu- 

*Viner, op. cit., p. 78. The Midyear Economic 
Report of July, 1948, interestingly enough, also 
contains (pp. 48-49) a fairly explicit admission of 


the failure of hortatory methods in checking the 
current inflation. 
é * Editorial, “The Dollar Standard,” Fortune, 
XXXVII (April, 1948), 2. 

‘A thoughtful listing of the circumstances 
requisite to induce support of rationing and direct 
controls by one outstanding libertarian economist 
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sive reliance on burgeoning direct inter- 
vention to replace over-all controls, to 
postpone them indefinitely, to create a 
political atmosphere which accepts them 
“too little and too late’’ or not at all. 

This can be made specific with refer- 
ence to the muddled situation respecting 
the shortage of rental housing and the 
control of urban rents. Rent controls, in 
this view, are a useful and desirable tem- 
porary appendage to an all-out anti- 
monopoly attack on the unholy alliance 
of contractors, materials men, and build- 
ing labor back of the building blockade. 
Such controls could prevent landlords 
from saddling tenants with long-term 
contracts at rack rents while waiting for 
antimonopoly policy to enlarge the pres- 
ent trickle of new private rental housing. 
They have been used instead to concen- 
trate the worst effects of building monop- 
oly on an unfortunate minority of ten- 
ants and to lull the general public into 
avoidance of any trial of strength with 
the construction rings. 


is to be found in Fritz Machlup, ‘‘Misconceptions 
about the Current Inflation,” Review of Economics 
and Statistics, XXX (February, 1948), 22. Mach- 
lup’s conditions, all of which must be satisfied, are 
four in number: (1) “The object of control is a 
necessity.”” (2) “The elasticity of its supply in the 
short run is practically zero.” (3) “The elasticity of 
demand for it is very low.” (4) “It can be reasonably 
and safely expected that the emergency will be 
over soon.” 

Even here, the present writer would prefer to 
see the pinpoint controls take the fiscal forms of 
taxes and subsidies, utilizing the price mechanism, 
rather than the direct forms of price control and 
rationing which attempt its circumvention. 

The Council of Economic Advisers, on the 
other hand—although not the president—some- 
times moves so far in the collectivist direction 
as to appear favorable to direct controls as such, 
without regard to the inflation problem but on a 
permanent basis. Forthright statements to this 
effect are lacking, but the Second Annual Report 
to the President comes quite close to the planners’ 
“Me for Dictator” position when (p. 21) it ascribes 
poor American housing and the dietary deficiencies 
of the American female to consumer preferences for 
motor cars, fur coats, and nylon hose. 
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The foregoing line of argument can be 
combated, but the president’s reports 
choose instead to ignore it. They proceed 
blandly to distort the case for over-all 
controls," propose them halfheartedly or 
in weak and ineffectual form, and reduce 
our only relevant choices to Planwirt- 
schaft and galloping inflation. Recogni- 
tion of the essentially monetary charac- 
ter of inflation is absent. 

Consider the record with special refer- 
ence to the report of January, 1948. On 
monetary policy there is a six-line recom- 
mendation (p. 49) that Congress “study” 
the Eccles proposals. (Mr. Truman fol- 
lowed this within the month by demoting 
Mr. Eccles himself!) Suggestions to with- 
draw support from the government- 
securities market are dismissed cavalierly 
on dubious ethical grounds (pp. 10, 85- 
86)." In accord with its general philoso- 

™ Thus, at p. 50 of the Economic Report for 
January, 1948: 

“While credit controls and budget policies are 
essential instruments for halting the inflationary 
trend, there have arisen special situations which 
cannot be dealt with adequately by these measures. 

“The most important of these special situations 
is the shortage of grains and the related mounting 
price of food. . . . The use of credit and budgetary 
controls to the point where they could halt the rise 
of meat prices would probably cause widespread 
unemployment. Depriving people of their liveli- 
hood in order to cause a decline in the cost of food 
is obviously not an acceptable alternative. Nor is it 
an acceptable alternative to let mounting prices 
ration the short supply at the expense of millions 
of families of modest income.” 

It should be understood that fiscal and monetary 
controls are not designed to prevent any rise in 
either relative or absolute food prices in a period of 
world-wide shortages. However, the domestic sup- 
ply in the United States is “short” neither with 
reference to past historical records nor with refer- 
ence to nutritional minimums. It should have 
been stated likewise that food prices—even food 
prices—have risen less rapidly since 1939 than the 
total supply of currency and outside deposits has 
expanded. 

The intellectual level and emotional loading 
of the discussion may be illustrated by the first 
full sentence on p. 86: “The financial world should 
rest easy that the investment market will not be 
subjected to the demoralization which swept over 
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phy, the report relies on preachments, its 
own and that of the American Bankers’ 
Association, to check credit expansion 
via monetization of the federal debt. 
Their objection to “inflationary” (as 
against “productive”) credit expansion 
is in the “needs-of-trade” traditions of 
qualitative credit control. As applied to 
the 1947-48 situation, it misses the obvi- 
ous fact that a loan which permits A to 
expand output in a full employment 
economy by permitting him to bid re- 
sources away from B exercises a much 
clearer net effect on price than on pro- 
duction. Despite the stress on qualitative 
control, moreover, nothing specific is 
said about tightening credit terms for 
residential housing, a discrete segment 
of the credit market which Mr. Eccles 
called in November, 1947, “one of the 
most inflationary factors—perhaps the 
most inflationary single factor—in the 
present situation.’ 

The fiscal policy suggested by the re- 
port is likewise so weak as to shift else- 
where the burden of inflation control. 
The so-called “Truman plan,” to which 
it gave stillbirth, involved maintaining 
federal revenues through increased cor- 
porate taxes while granting each indi- 
vidual income-tax payer a “‘voters’ 


it in 1920 when the unsupported market for Govern- 
ment bonds fell about 20 percent below par.” 

On this point, compare the comment of the 
staff of the Congressional Joint Committee: “We 
may have to choose between maintaining the price of 
Government bonds and maintaining the real value 
of those bonds. . . . The real interest of the holders 
of the bonds may be served by measures which lead 
as a byproduct to a decline in the prices of bonds” 
(Congressional Joint Committee, Report, pp. 24-25). 

13Statement before the Congressional Joint 
Committee on the Economic Report, November 25, 
1947 (reprinted in Federal Reserve Bulletin, XXXII 
[December, 1947], 1463). The Joint Committee 
accepted this general position (see its own Report, 
pp. 5, 8). But compare a feeble “careful considera- 
tion” sentence on inflationary housing credit at 
p. 48 of the president’s Economic Report of Janu- 
ary, 1948. 
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bonus” reduction of $40 in his tax bill. 
This plan would have transferred infla- 
tionary pressure from the capital- and 
luxury-goods markets (where it is rela- 
tively weak) to the consumption-goods 
markets (where it is strongest).’* The 
program is anti-inflationary only by 
comparison with the congressional pro- 
posal which became law over the presi- 
dential veto. (The administration may 
have hoped, by presenting its own tax- 
reduction program, to split the tax-cut- 
ting forces and retain the 1947 tax struc- 
ture by default. An ingenious stratagem, 
which unfortunately failed—but, strata- 
gem or not, the administration tax pro- 
gram remains bad economics.) 


ARE WE AGAINST INFLATION? 


I should like to revisit Japan on my 
vacation but am willing to pay the price 
neither in money nor in the effort neces- 
sary to induce the Shogun to relax his 
ban on “college professors.” Wherefore, 
you may say with justice, I do not really 
want to spend my vacation in the Land 
of the Rising Sun, and my effective de- 
mand is zero. 

So it is with the administration and in- 
flation control. The administration would 
prefer a stable price level but is unwilling 
to pay any appreciable price for it. Its 
unwillingness reduces its effective de- 
mand for inflation control to zero. 

We can go further. The administration 


“The increased corporate taxes themselves 
exercise deflationary effects only in so far as they 
are not counteracted by one or more of the following 
mechanisms: (1) Commercial banks expand credit 
to make available to corporations funds depleted 
by increased taxes. (2) Corporations with unused 
reserves of cash or government securities use these 
“idle balances” to pay higher taxes. (3) Corpora- 
tions with unused reserves of monopoly power re- 
strict output and move closer to a profit-maximizing 
position as a result of increased taxes. The third of 
these mechanisms is apparently in Senator Taft’s 
mind in connection with his persistent claim that 
high taxes are themselves inflationary. 


381 


opposes inflation tur the wrong reasons, 
the indirect reasons. It comments in pass- 
ing on the hardships of inflation in prog- 
ress, but its major attention is always on 
what it considers its inevitable aftermath 
—deflation and unemployment. Its gaze 
is focused on 1920-21 and 1929-33, to the 
practical exclusion of 1947-48. With the 
duration of peace uncertain, with the 
military seeking to graft a miniature war 
economy on a full-scale peacetime one 
(absorbing any unemployed personnel in 
the process), 1920-21 and 1929-33 are 
hardly the relevant periods for analogical 
worry.*5 

Whenever the uprush of prices over- 
steps itself with a temporary reversal, as 
in the spring of 1947 and again in Febru- 
ary of 1948, the administration is always 
at hand not with hosannas and hallelu- 
jahs but rather with premature programs 
for public works, low-cost housing, trans- 
fer payments, or increased exports to 
level off prices or start them up again. 
This tendency is marked particularly in 
connection with the Midyear Economic 
Report, which was apparently drawn up 
in mid-“recession” (May or June, 1947). 
Of the five specific proposals (p. 87), no 
less than three (a comprehensive housing 
program, raising of minimum wages with 
extension of coverage, and cost-of-living 
increases in social security benefits) “are 
distinctly inflationary, whatever their 
merits on other grounds.’’® 

8 The following quotation from H. W. Spiegel is 
definitely in point here: “In the Anglo-Saxon world 
inflation is often referred to as a boom-and-bust 
phenomenon of cyclical rather than secular char- 
acter. This is not true of inflation in Brazil. The 
movement there is not cyclical, and only on rare 
occasions has it been interrupted by short-lived 
deflation. . . . In terms of prices there seems to be 
a perpetual boom. Such a phenomenon, it may be 
recalled, is regarded as impossible by some authori- 
ties” (“A Century of Prices in Brazil,” Review of 
Economics and Statistics, XXX (February, 1948], 59). 

%6Jacob Viner, “Can We Check Inflation?” 
Yale Review, XXXVII (winter, 1948), 209-10. 
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In their longer-run recommendations, 
the Economic Reports are yet more dis- 
quieting in that they ignore entirely the 
inflation problem. The bulk of each of the 
three “policy sections” of the reports— 
too large a proportion, we have seen, for 
Professor Hansen’s taste—is devoted to 
a long-range program. A technocratic 
sort of program it is, set up with no ap- 
parent regard to cost as well as no safe- 
guard against inflationary consequences. 
The terms “need” and “‘must”’ are flung 
about recklessly, social-worker fashion, 
to the exclusion of considerations of al- 
ternative uses of the resources required. 
What can one make, for example, of this 
sweeping and unconditional phrase, one 
among many: “At least 45 per cent of our 
highways leading into cities need to be 
rebuilt within ten years’’?'’? As motorist, 
pedestrian, and gasoline inhaler, I must 
grant that such rebuilding is a highly de- 
sirable assignment for a fairy godmother, 
for the genii of Aladdin’s lamp, or for 
other free “factors of production.” But, 
as the staff of the Congressional Joint 
Committee recently put it: 

Each specific program must at some stage be 
appraised by comparison of the prospective 
costs with the additions to national product to 
be anticipated from it. In their present form, the 
generalizations in the report do not lend them- 
selves either to concurrence or to dissent, be- 
cause they are not fitted into a framework of 
limitation of resources. The report lists a mul- 
tiplicity of good things to do; it does not help us 
to decide to what extent, in an economy fully 
employed, resources could or should be diverted 
from present use to these uses, nor what is the 
priority between them. In the thirties social 
projects might be endorsed almost recklessly, 
on the theory that they were a net addition to 
output in an economy filled with idle resources. 
But now, and in the full employment economy 
visualized for the future, one project can be 
carried through only by crowding out another. 
Financial costs are once more real costs."* 

"7 Economic Report of January, 1948, p. 8. 

*® Congressional Joint Committee, Report, pp. 
32-33- 
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We can hardly have a broad array of 
public projects progressing simultane- 
ously in a full-employment economy, any 
more than we can have a docile class of 
menial servants at such a time. How are 
we to choose between projects, and how 
are we to avoid inflation in the process 
of choice? The Economic Reports do not 
tell us; a cold dash of Lionel Robbins 
would seem to be in order. 


MONOPOLIES, INCLUDING LABOR 


Further evidence of weakness in the 
administration’s anti-inflation resolve is 
provided by its pusillanimity toward 
monopolistic combinations, particularly 
in organized labor. The Economic Re- 
ports include a quota of unsubstanti- 
ated charges against “monopolists” and 
“speculators,” although at the moment 
they sin primarily in holding quoted 
prices below the market level, through 
private rationing systems on historical 
bases which stifle new enterprise.” 
(Their “inordinate” profits, in so far as 
they are real and not figments of depre- 
ciation accounting at depression prices, 
result from abnormal volume and not 
from abnormal margins.) But toward 
labor combinations, only the mildest 
wrist slap of exhortation. 

9 An excellent brief summary of the argument 
here is found in Machlup, op. cit., pp. 18-20 (sec- 
tions entitled “The Monopolistic Policies” and 
“The Excessive Profits’’). 

The usual explanation for monopolistic for- 
bearance, with which the writer has no reason to 
disagree, runs in terms of mollifying public resent- 
ment and depriving unions of excuses for freezing 
wage structures at levels yet higher than present 
and prospective ones. Of certain facts, however, 
there can be no doubt: Competitive “free-market” 
prices have risen faster and further than monopolis- 
tic ones, and “gray markets” have survived in im- 
perfectly competitive industries only. 

Criminal conspiracy may be involved, of course, 
in the reported proposals of the shoe and textile 
industries to maintain existing prices for soft goods 
by output restriction in the face of declining demand. 
Attacks on such practices in the Economic Reports 
are well taken, and business criticism of these sec- 
tions of the reports is feeble. 





POSTWAR POLITICAL ECONOMY 383 


Labor and agricultural organizations 
are nearly insensitive to sawdust-trail 
economics. Their members rank quite 
low in the income distribution, although 
higher than an inflated notion of its 
median leads some to imagine. Their in- 
tellectual leaders include fanatical dev- 
otees of the convenient doctrine of 
maldistribution in either its Marxian or 
its Hobsonian form. (Maldistribution 
was the State Shinto of the New Deal. It 
combines reason and faith in the same 
approximate rabbit-and-horse propor- 
tions. It leads to the same double stand- 
ard in economics as does State Shinto in 
politics. To the confirmed maldistribu- 
tionist, it is child’s play to elevate into 
positive virtues restrictions by demo- 
cratic labor and agrarian interests which 
are vicious profiteering when big business 
commits them.) A public-be-damned at- 
titude in labor and agriculture is fostered 
also by a history of monopsonistic ex- 
ploitation in which the consumers’ desire 
for low prices outweighed, except sporad- 
ically, their sense of fair play.”° An addi- 
tional factor is the athlete’s pride in 
physical prowess, skill, and endurance, 
and scorn for “office jerks” who “never 
did an honest day’s work in their lives.” 
Rivalry between factions, unions, and 
national confederations of labor operates 
more often than not as a final brake on 
“sweet reasonableness” in any labor 
leadership which depends on rank-and- 

* At this point I must part company with Henry 
Simons’ “Reflections on Syndicalism,” reprinted 
as chap. vi of Economic Policy for a Free Society 
(Chicago: University of Chicago Press, 1948). 
Simons denied (p. 122) the descriptive importance 
of monopsony in labor markets, apparently past as 
well as present, and, incidentally, withdrew an 
earlier concession (p. 54). Following this denial of 
the importance of labor monopsony comes Simons’ 
facile assertion (p. 123) : “One gets the right answers 
usually by regarding simply the interests of con- 
sumers, since we are all consumers,” which is cer- 
tainly wrong when monopsony is appreciable and 
monopsony gains are passed on in some part as 
lower prices to the consuming public. 


file support to maintain power in demo- 
cratic trade-unions. 

Under these circumstances, the infla- 
tionary significance of union labor mo- 
nopolies at full employment should be 
clear, along with the futility of preaching 
to union leaders. Union members are 
pushing up prices by adding to money 
cost and pulling them up by adding to 
money demand, with every round of 
wage increases. (The latter effect, on the 
demand side, is more important quanti- 
tatively.) They force credit to be extend- 
ed further, or cash reserves to be de- 
pleted more rapidly, if their demands are 
to be met without unemployment. Each 
successive round presents more vividly 
than the last the choice between further 
inflation and fewer jobs. As Professor 
Haberler says: 

Wage policies will have to be changed if fur- 
ther inflation or unemployment (or possibly a 
combination of both) is to be avoided. The pow- 
erful trade unions are now in the habit of de- 
manding wage increases of 10 per cent or more 
per year. Since labor productivity cannot pos- 
sibly rise at that rate, it follows that prices must 
rise or unemployment appear. In the long run, 
union policy will probably be the main obstacle 
to maintaining a high level of employment for 
any length of time without a rapidly rising price 
level. If . . . measures are taken to stop the rise 
in prices (and in any economy like the Ameri- 
can, with a strong and numerous middle class, 
with a great many people and institutions de- 
pending on income from fixed interest securities, 
price inflation cannot and, I believe, will not be 
allowed to go on indefinitely), unemployment 
and depression are the immediate and unavoid- 
able consequences.” 


Nevertheless the president and his 
council see fit to provide aid and comfort 
to the devil by ladling out wholesale 
ideological ammunition for union propa- 
gandists. In the present period of excess 
demand, they repeat the maldistribution 
doctrines of the thirties in crude form, as 


* Gottfried von Heberler, ‘Causes and Cures 
of Inflation,” Review of Economics and Statistics, 
XXX (February, 1948), 14. 
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though consumption were confined to the 
necessities and capital expansion to the 
extensive type. Consider the following 
passage, written in the autumn of 1947: 


If we are to achieve and stabilize maximum 
production according to any reasonable inter- 
pretation of America’s capacity to produce, we 
must in future have much higher consumption 
in all the lower and middle ranks. The small 
number of the well-to-do will not be able to 
absorb the possible output of consumers’ goods. 
Nor can they go on indefinitely accumulating 
ownership of the surplus above their consump- 
tion needs and investing it in ever-enlarging 
plant for future expansion of goods for some 
restricted part of the population. . . . Whether 
or not the worker is entitled in any abstract 
sense to the enlarged product, the system can- 
not go on progressing or even functioning effi- 
ciently unless its expanding product goes to all 
potential consumers.” 


Additional elements of council support 
to labor monopoly include: 

1. The flat assertion that 1946-47 
profits “were above the levels necessary 
to furnish incentives and funds for the 
expansion of business and to promote the 
sustained health of the economy.” Does 
the president, the C.E.A., or, indeed, any 
economist know with any accuracy what 
level of profits may be “necessary to fur- 
nish incentives and funds for the expan- 
sion of business”? Is this necessary level 
independent of the rate of expansion de- 
sired, and, if not, how is this optimum 
rate determined? Is there an excess of 
profit above this (undetermined) level, 
forming an economy surplus? Would dis- 
tribution of such surplus (if any) in high- 
er wages promote “the sustained health 


2 Council of Economic Advisers, Second Annual 
Report to the President, pp. 19-20. I should appreci- 
ate enlightenment as to the meaning of the last 
sentence, if not that all goods should become free. 


*3 Economic Report of January, 1948, p. 41. 
This is no matter of unanimous agreement. Pro- 
fessor Slichter, for example, has stated the exact 
opposite (“Are Profits Too High?” Atlantic Monthly, 
CLXXXII [July, 1948], 31-32). 


of the economy”? To this reader, all 
these implications seem to be there, 
quite intentionally, and their implanta- 
tion without supporting argument is a 
sample of precisely that “irresponsibili- 
ty” with which academicians are eternal- 
ly being charged by civil servants and 
others supposedly immune. 

2. A convenient “‘shock’’ theory, ac- 
cording to which wage increases will be 
compensated in the short run by de- 
creases in other costs, so that prices need 
not rise. This was applied specifically to 
coal,?4 after Mr. Lewis had extracted his 
second round of wage increases over and 
above the national “pattern.” It has not 
been verified, and a third round has been 
won nevertheless. 

3. An apology for restrictive practices 
in construction, on the specious ground 
that “fluctuations [in building activity] 
have caused the restrictions far more 
than the restrictions have caused the 
fluctuations.””*5 Nothing is said of the ef- 
fect of restrictions on the general trend of 
activity, about which fluctuations are 
supposedly measured. 

4. Opposition to the Baruch and other 
proposals for cost reduction via a longer 
work week (reduction in overtime pay- 


4 Midyear Economic Report of July, 1947, 
pp. 70-80. 

2s Economic Report of the President for January, 
1948, p. 68. The Congressional Joint Committee 
staff criticizes this passage admirably: “‘The bad 
thing about the restrictions, both those originating 
with the building industry and those sponsored 
by building labor, is that they increase the cost and 
keep down the supply of housing both in good times 
and in bad times, thus imposing a cost on all the 
rest of the population. ... We see no justification 
for glossing it over by a purely hypothetical allega- 
tion that people who have the power to impose 
such restrictions would not do it if they were not 
subjected to the hazards of a fluctuating industry. 
Both feather-bedding policies of labor and monopo- 
listic price-raising activities of employers are in 
general associated with power rather than with the 
need for protection against hazards that arise from 
instability” (Report, pp. 34-35). 





_- 


POSTWAR POLITICAL ECONOMY 


ments).” The allegation is made that 
(under rigid price regimes) such plans 
would shift inflationary pressure rather 
than eliminate it. This may be true on 
the cost side (for industrial products), 
but there would result shifts in demand 
away from cost-of-living commodities in 
the direction of luxuries and capital 
goods. Price levels would fall; in the ab- 
sence of movement of resources away 
from necessities, a gain should be in- 
volved. In many cases the inelastic na- 
ture of both demand and supply of neces- 
sities means that small declines in de- 
mand may result in substantial declines 
in price. 

5. The claim that the upper classes do 
not suffer during periods of depression 
and unemployment?’ (and presumably 
have no interest in avoiding them). 

6. Tacit support for the pernicious 
doctrine of wage parity—more dangerous 
than its agricultural prototype. Accord- 
ing to this doctrine, real wages should 
never fall, not from an arbitrary parity 
standard but from the highest point 
reached in all previous history, regard- 
less of any effect of the real incomes of 
the remainder of the population. 

7. The use of June, 1946, as a base line 
for application of the wage-parity doc- 
trine. This has the effect of raising arti- 
ficially the “parity” level of wages. June, 
1946, it will be remembered, followed the 
first round of postwar wage increases but 
preceded the bulk of their effects upon 
the cost of living. It was also the last 
month of wartime O.P.A. regulations. 
Price statistics for the O.P.A. period are 
subject to serious downward bias in any 
event, for unavailability, quality deteri- 
oration, upgrading, and the like.** (This 
was suspected generally at the time, and 

* Council of Economic Advisers, Second Annual 
Report to the President, p. 29. 

77 Ibid., p. 19. 
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none were more sedulous in pointing it 
out than union leaders seeking relief 
from wartime wage regulations. Their 
subsequent statistical acrobatics expose 
conveniently short memories.) 


STATISTICAL INTERLUDE 


Having wandered inadvertently into 
the statistical terrain of the Economic 
Reports, we discover a larger increment 
of novel and intriguing matter than in 
the economic portions proper; for these 
reports and their appendixes contain, in 
addition to the assembly of a number of 
the more widely used standard govern- 
ment series, a number of new figures 
which are published here in advance of 
any complete explanation by the offices 
of their respective origins. There are data 
on total physical production—the Feder- 
al Reserve index includes only manu- 
facturing and mining production. There 
are constant dollar G.N.P. figures for 
1939 and 1947 (accurate price adjust- 
ment requires one or more sectional 
price indexes to include capital goods and 
other items not covered in the conven- 
tional price series). There is also a post- 
war income distribution not yet available 
elsewhere.”® These figures, if extended to 
form regular series, may be extremely 
valuable, but their publication in ad- 
vance of detailed explanation of sources 
and methods has aroused considerable 
fluttering in the professional ¢‘ tistical 
dovecotes. Statisticians would naturally 
have preferred publication in a form so 

** The President’s Economic Report makes this 
admission only in the small print of footnotes to 


tables; even this is to be commended (see, e.g., n. 1 
to Table 1 in the Economic Report of January, 
1948, p. 17). 

*In the January, 1948, Economic Report, the 
physical production index is found in Appen. B, 
Table XVI, p. 122, together with a brief explana- 
tion; G.N.P. at constant prices in Table 11, p. 55, 
and three percentage income distributions apparent- 
ly comparable are given on p, 105. 
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readily available to the uninitiated to 
wait upon the experts’ imprimatur.*° 
Professor Viner’s pungent comment re- 
garding the behavior of many standard 
series during the war years may also 
apply to these new ones if they should 
be extended to the period of hostilities: 


I feel confident that before long the Govern- 
ment statisticians will concede that for the eco- 
nomic uses to which their series are commonly 
put and are intended to be put, the price series 
need to be substantially inflated for the war 
years and the production series deflated. Mean- 
while, when these series are issued for general 
consumption, it would be well to attach to them 
warning labels such as the Government insists 
upon under the Pure Food and Drug Act for 
less powerful medicines when dispensed without 
doctor’s prescription. 


The “National Economic Budgets,” 
on which more stress is laid, are some- 
what anticlimactic. They are the stand- 
ard Department of Commerce G.N.P. 
totais broken down so as to put the gov- 
ernment sector on a cash basis while the 
remainder of the economy is largely on 
accrual. In the 1947 budgets, reconcilia- 
tion with the detail of Commerce results 
required access to unpublished figures; 
the 1948 Economic Reports are improved 
greatly in this respect. It is advantageous 
to the monetary and fiscal analyst to 
have at hand a series on government 
cash position, but the purposes of forcing 
it into G.N.P. and calling the hybrid re- 
sult a National Economic Budget are 
not obvious. For most purposes not in- 
volving the government cash position, 
the Commerce breakdown will be of 
greater utility than the Economic 
Budget. 


3°See comments by Solomon Fabricant (Na- 
tional Bureau of Economic Research) and Martin 
Gainsbrugh (National Industrial Conference Board), 
National Industrial Conference Board, op. cit., pp. 
41-42, 60-61. 

3'Viner, “The Employment Act of 1946 in 
Operation,” op. cit., p. 79. 


Nowhere in the Economic Reports is 
there any resort to statistical or econo- 
metric forecasting. The statistical data 
are limited to historical series and 
brought up to date with very brief lag; 
no projections are included. This feature 
of C.E.A. procedure will operate to mini- 
mize demonstrable error, but in Professor 
Hansen’s judgment failure to project 
Economic Budget figures forward repre- 
sents an evasion of responsibility under 
the Employment Act. 


FULL EMPLOYMENT: PIOUS HOPE 
OR POLICY CRITERION? 


The original Murray Bill of 1945 pro- 
posed a federal guaranty of full employ- 
ment as the pivot of national economic 
policy. The Employment Act of 1946 re- 
moved the adjective from its title and the 
guaranty from its body but retained full 
employment not only as one policy cri- 
terion among others but as primus inter 
pares. The president and council in 1948, 
finding full employment an incomplete 
solution, divert attention (at least tem- 
porarily) away from full employment to- 
ward “maximum production,” which is 
different and may even be inconsistent 
with it. The shift in emphasis is obvi- 
ous; is it also desirable? 

Admitting inconsistency with a san- 
guine position which I adopted in 1946," 
I confess regretfully that such a shift ap- 
pears not only desirable but positively 

3? Hansen, op. cit., p. 73. 

33 John H. Williams has perhaps expressed 
most clearly the possible inconsistency between 
full employment and maximum production in 4 
changing economy (with immobile labor and in- 
flexible wage rates) in his contribution to the sym- 
posium, Financing American Prosperity (Paul T. 
Homan and Fritz Machlup [eds.] [New York: 
Twentieth Century Fund, 1945]), p. 353. “Really 
full utilization,” he concludes (pp. 351, 354), T 
quires direct controls. 

34 M. Bronfenbrenner, “The Dilemma of Liberal 
Economics,” Journal of Political Economy, LIV 
(August, 1946), esp. 343. 
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necessary to inflation control. Contrary 
to the expectations of many optimists, 
the wage-parity doctrine has risen to ra- 
tionalize in prosperity the same restric- 
tive tactics that the “lump-of-work”’ 
doctrine rationalized in depressions. The 
major unions have gained too much, 
their status is too strong, their philoso- 
phy too well established, their internal 
morale too firm, to permit of control by 
non-Fascist legal means in a full-em- 
ployment economy. (It is difficult to 
comprehend the glee with which labor 
economists propound this thesis; a more 
blatant invitation to a Man on Horse- 
back from the Right Wing can hardly be 
imagined!) There is room for serious 
doubt as to the efficacy of the entire 
battery of present and prospective anti- 
monopoly legislation to prevail against 
the unions, even if their political strength 
be insufficient to block the attempt. Not 


only evasions are involved but the 
threat of major political strikes against 
the legislation and its enforcement. 

Simons’ “Political Credo” summa- 
rizes the gloomy outlook more aptly and 
cogently than I have seen it presented 
elsewhere: 


The hard monopoly problem is labor organi- 
zation. Here are monopolies, actual and im- 
minent, with really great power, economic, 
political, and military. Like corporations, unions 
have real social uses—which may outweigh 
abuses. But their size potentials and their appe- 
tites for power exceed even those of business 
organizations. Organized like armies rather than 
like businesses, and encountering no production- 
al diseconomies because they produce nothing, 
they tend to absorb all competitors and to use 
power zealously and overtly. ... There would 
appear to be no stable or amenable happy mean. 
Strong labor organizations either die or grow 
into intolerable monopolies. . . . 

An awful question here, as in the case of 
tarifis and other producer subsidies, is the 
Capacity of democracy to protect the common 
Interest or general welfare against organized 
minorities. . .. Labor organization presents the 


hardest of the tests which democracy must 
meet. The old easy tests were matters of obvious 
corruption—government buying off groups with 
votes to sell. The hard test involves all this plus 
a contest for power with organizations whose 
capacity for violence and coercion rivals that of 
the state itself. Under modern division of labor, 
any one of many large organizations of workers 
can stop or seriously disrupt the whole produc- 
tion process; such coercive power, resting funda- 
mentally on violence, is an abuse (indeed, a 
negation) of freedom of association, which free- 
dom must be limited by the prohibition of 
monopoly as well as by the prohibition of pri- 
vate armies. Here is the perennial problem of 
pressure groups developing into threat of civil 
war—the state monopoly of violence so im- 
paired that no remedy compatible with demo- 
cratic government is readily available. 


Granting the probable failure of fron- 
tal attack against monopolistic unionism 
per se or against successive rounds of 
wage demands, monetary and credit 
policies which remove the threat of un- 
employment sacrifice the last hope of 
keeping labor organizations in line. If 
stability of a price level or of per capita 
money income be substituted as policy 
criterion for any employment guaranty, 
the labor monopoly problem is reduced 
to the prevention of relatively small seg- 
ments from insulating themselves against 
the employment effects of their restric- 
tions and rigidities. This reduced form is 
easy only by comparison with its alter- 
natives but clarifies the conflicts of inter- 
est between skilled craft unions and mass 
base unions better than the antitrust ap- 
proach or the direct attack on wage 
rates.*° 

3’Simons, Economic Policy for a Free Society, 
pp. 35-36 (running quotation). 

36M. W. Reder (“The Theoretical Problems of a 
National Wage-Price Policy,” Canadian Journal oy 
Economics, XIV (February, 1948], 46-61) has spelled 
out most clearly the viewpoint of those who see 
even this faint blush of optimism as unjustified. 
Professor Reder works out in admirable detail the 
arguments that collective wage bargaining in money 
terms may be inherently unstable in an inflationary 
direction, that collective wage agreements in real 
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Professor Slichter has provided statis- 
tical evidence on the possible incompati- 
bility of stable prices and full employ- 
ment.’? During the underemployment in- 
flation of 1933-37, including the N.R.A. 
period which may render the experience 
atypical, a 20 per cent rise in man-hours 
of employment was accompanied by a 
15 per cent rise in the cost of living, while 
approximately nine million remained out 
of work. In 1944, while capital expendi- 
ture of $3.6 billion provided a million 
man-hours of employment on the aver- 
age, an expenditure of over $16 billion 
was required to provide the marginal mil- 
lion man-years. In general, Slichter con- 
cludes, inflation takes hold as employ- 
ment rises above go per cent of the labor 
force—this without explicit reference to 
union activity. 

The doctrine sketched tentatively in 
the foregoing paragraphs lends itself 
readily to misinterpretation along Marx- 
ist lines as requiring for capitalist sur- 
vival a “reserve army of the unem- 
ployed” to keep wages at the level of 
subsistence, the “value of labor power.” 
The differences should be made explicit. 
Nothing but downward wage rigidity 
prevents the reaching and maintenance 


terms cannot be reached, and that a monetary 
authority attempting to impose such agreements 
from without in a democracy must face the near- 
certainty of political discredit if unemployment 
follows from its policies. See also A. G. Hart, 
Money, Debt, and Economic Activity (New York: 
Prentice-Hall, 1948), pp. 416-18, 424-25. 

Neither this essay nor the Economic Reports 
consider ‘National Wage Policy” in its most popu- 
lar sense—as euphemism for direct controls in the 
labor field. Its advocacy by those to whom “plan- 
ning”’ of the rest of the economy is abhorrent casts 
doubt on their general liberalism. Enforcement—by 
methods short of the police state—also raises ques- 
tions unanswered as yet by persons intoning ‘“‘Na- 
tional Wage Policy” as incantation. 


37Sumner H. Slichter, “Comments on the 
Murray Bill,” Review of Economic Statistics, XXVII 
(August, 1945), 111-12. 
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of full employment under the policy cri- 
teria just indicated, which involve price 
or income stability. In these conditions, 
the “reserve army” of persons involun- 
tarily unemployed over long periods is 
expected normally to approach zero. The 
prosperity and stability of capitalism re- 
quire in no way that it be anything else; 
the contrary is the case. Wage rates, 
moreover, are limited in no way by cost 
of subsistence in any sense. There is no 
guaranty against occasional declines in 
the level of real wages, but the general 
tenor should continue upward with in- 
creased capital equipment and higher 
productivity. 

A fair amount of ethical philosophy 
admits happiness as a summum bonum 
of the Good Life, but at the same time 
only its by-product. Happiness is at- 
tained not directly, but in consequence 
of other activities which constitute the 
Good Life, rather than happiness itself. 
So it appears more and more to be with 
stable full employment. A summum 
bonum of the good society? Undoubtedly. 
But best achieved, it would seem, not 
directly but as by-product of appropri- 
ate monetary-fiscal and antimonopoly 
measures. These, rather than full em- 
ployment, should be the leading policy 
constituents of such a society. The Em- 
ployment Act of 1946, and similar docu- 
ments abroad, might represent more sig- 
nificant advances if interpreted by their 
administrators in the light of some such 
philosophy as this rather than as capitu- 
lations to economic planners and union 
leaders. 


A MONETARY FRONTIER? 


The fears of president and council are 
directed in each of their several reports 
to major depression, forecasts imprecise- 
ly as following satisfaction of the war- 
time blacklog of demand—particularly if 
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prices rise further. On this position the 
Joint Congressional Committee’s staff 
comments sharply and quotably: 


The main reason given in the report for im- 
mediate adoption of an anti-inflationary pro- 
gram is that price inflation is creating great 
danger of a future collapse of prices and produc- 
tion. . . . This is one of the most popular current 
doctrines about the causes of panics and depres- 
sions... . Only rarely, however, is anything 
said about the reasons why an inflationary 
boom should be expected to generate a depres- 
sion. It is generally stated either as a logical 
truism or an historical observation. As a truism 
it has no more serious basis than an analogy 
with the laws of gravitation—the higher a rock- 
et goes the further it falls. Historical observa- 
tion . . . does not tell us whether upswings gen- 
erate downswings, or downswings upswings, or 
whether both are the effects of other things. If 
the doctrine that inflation directly generates de- 
pression is to be taken seriously it must be for 
more cogent reasons than these.* 


At the present time, the emphasis on 


imminent depression, whatever its doc- 
trinal support, seems so egregiously in- 
applicable as to warrant comparison with 
the roseate pronouncements of Dr. 
Julius Klein in 1930-32. The depression 
of 1948 and the boom of 1931 are around 
the same corner. 

Downturns we may have, for short 
periods and in particular prices.** (There 
were spring recoveries in 1930, in 1931, 
and again in 1932.) But over-all depres- 
sion is hardly conceivable for the dura- 
tion of conflict—hot or cold—between 
the Western Powers and the U.S.S.R. 
Resumption of “military posture,” plus 
aid and purchase of foreign allies, will 
operate to choke off substantial down- 

3 Report, p. 17. Paul A. Samuelson has made the 
Same point in two contributions to the New York 
Times Magazine (cf. ‘Deflation Need Not Mean De- 
pression” [op. cit., Feb. 22, 1948] and “Everybody 
Talks about Inflation. But—” (ébid., Aug. 15, 1948). 


The President’s Economic Report of Janu- 
ary, 1948, failed as completely to forecast a sharp 
agricultural commodity price dip the following 
month as did any market “bull.” 
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turn. Continued full employment, with 
additional inflationary spurts particular- 
ly in nonfarm prices, is forecast generally 
as this is written (summer, 1948). 

National economic and particularly 
monetary policy is in a trap, but it is an 
inflationary and not a deflationary one. 
One jaw of the trap is the civilian admin- 
istration represented by the president’s 
Economic Reports—living ten years be- 
hind the times, with a depression- and 
election-consciousness permitting only of 
costless and ineffectual restraints on in- 
flation. The other jaw is a military ad- 
ministration to whom the civilian econo- 
my and its price level mean approximate- 
ly nothing. 

A faint ray of hope for the short run 
shines from the surviving embers of our 
aboriginal religion of commodity money, 
surviving over the generation which has 
elapsed since the last cult of the gold 
standard. The re-establishment of a full 
gold standard itself may become some- 
thing more than the idle dream of Union 
League clubs if some part of the Fort 
Knox hoard be added to the list of Mar- 
shall Plan commodities. Commodity 
moneys based on producible*’ domestic 
commodities appear more desirable, de- 
spite their cost in removing useful goods 
from consumption and depriving society 
of one or more lanes of the “highway 
through the air” which Adam Smith calls 
paper money. The Graham-Graham 
composite-commodity proposal, an ex- 
panded symmetallism, has attracted 
more professional attention than any 
other suggestion of its type. Dr. C. O. 
Hardy has been thinking in terms of a 
“brick standard” with definite advan- 
tages of simplicity. Hardy’s influential 
position vis-a-vis Congress increases the 

4° By a producible commodity is meant one whose 


current production is a substantial fraction of the 
pre-existent stock. 
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possible practical significance of any con- 
clusions which he may reach. 

Over a longer period, another ray of 
hope requires a major change in the char- 
acter of American pressure economics—a 
change not impossible but in this writer’s 
judgment quite unlikely of occurrence. 
It is conceivable that economic pressure 
groups—which, incidentally, no one ex- 
pect to “abolish” by fiat in a free socie- 
ty—may become primarily defensive 
against exploitation by other economic 
pressure groups. In such a society trade- 
unions, for example, would devote their 
major attention to safeguarding their 
members’ economic interests by attack- 
ing the monopolistic restrictions of busi- 
ness and agricultural organizations rath- 
er than by countering with monopolistic 
restrictions of their own. The spiral char- 
acter of the postwar inflation has inspired 
some stirrings in this direction among 
certain C.I.O. industrial unions, notably 
the Auto Workers.“ In agriculture the 
battle between dairy and cotton inter- 
ests regarding oleomargarine taxation 
and cotton imports promises some even- 
tual gain to the consuming public. On the 
business side the C.E.D. comes to mind 
as a gesture in the same direction. But, 
in general, the social forces operating to 
make one pressure group use the Anti- 
trust Division against another pressure 
group seem weak by comparison with 
those making for “log-rolling inflation,” 
to use Professor Hart’s expressive term. 
I do not expect the leopard to change his 
spots in time. 

These are faint rays in a dark pros- 
pect. What is more probably presaged 


“ The garment trades are often cited as evi- 
dence of the “sense of social responsibility” which 
any union is somehow expected to acquire as it 
becomes “‘mature.” These trades seem, however, to 
represent somewhat special cases by reason of the 
relative ease with which individuals pass from em- 
ployee to employer status and back again, from one 
side to another of the bargaining process. 
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for the indefinite future is a fundamental 
change in the character of price-level 
movements. (We assume survival of 
capitalism in the cartelized form tolerat- 
ed by the Economic Reports.) For the 
roughly sinusoidal price-level patterns of 
the past, we may substitute a stair-step 
pattern of intermittent inflation, of the 
Brazilian type. Prices will rise as hereto- 
fore during recovery and prosperity; 
“price rigidity” will remain for the most 
part a one-way phenomenon. Prices will 
no longer fall appreciably during depres- 
sion. Administration, public and private, 
will support them, whether or not the con- 
sequent unemployment is relieved. Re- 
covery programs of financial expansion 
will encounter increasing leakages into 
underemployment inflation, particularly 
at trade-union hands. 

No economic stagnation this, and no 
successsion of money panics. In such a 
world, there will be no speculative hoard- 
ing of money, no flight into debt invest- 
ment with fixed money returns. Both of 
these processes will change from insula- 
tion to expropriation. The unattractive- 
ness of attempted hoarding should in- 
crease both consumption and investment 
above their normal values as of the pres- 
ent day. There will in fact have been cre- 
ated a kind of monetary frontier, strik- 
ingly analogous in its economic effects to 
the geographic, demographic, and tech- 
nological frontiers of the past and pres- 
ent. The monetary frontier will have vic- 
tims enough: rentiers and pensionnaires 
of all economic classes, from “idle rich” 
to “widows and orphans,” including the 
clerical salariat, the public service, and 
the bulk of the economic profession. But 
what frontier has been without victims? 
The bankrupt rentier of circa 2000 will 
be the analogue of the pioneer scalped by 
Indians or starved out by grasshoppers, 
of the farm wife invalided by seven child- 
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births before the age of twenty-five, of 
the canal company at the start of the 
Railway Age. 

In such a world, the character of the 
business cycle will be transformed as 
well. It will be no longer a flight from 
money to goods in periods of prosperity, 
from goods to money in periods of depres- 
sion. It will become rather an alternation 
between producible and nonproducible 
goods as outlets for investment. Up- 
swings will be brought to a close by in- 
creases in the marginal efficiency of pas- 
sive investment in land, jewelry, collec- 
tors’ items, and existing equity securities 
relative to the marginal efficiency of ac- 
tive investment of the conventional 
“productive” varieties. Such a shift can 
be expected as a feature of inflation long 
continued. The symptom of approaching 
depression will be a steady increase in 
balances which alternate between cash 
and nonproduced goods, side-stepping 
the markets for current production. In 
an extension of Robertson’s terminology, 
one might call this phenomenon “‘Hoard- 
ing on the Wing.” Depressions, on the 


“Something of this kind—without the feature 
of rising prices—may have occurred in the Stock 
Exchange boom of 1928-29, contributing to the 
Great Depression. If so, the man in the street will 
have been right in his diagnosis and orthodox 
economists wrong in their “scientific” refutation. 
(Conventional literature, which stems primarily 
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other hand, may be ended largely by de- 
clines in the relative marginal efficiency 
of passive investment, as prices level off 
or possibly decline somewhat. In no 
phase will long-term speculative hoard- 
ing of cash or debts be a serious factor. 

The amplitude of the cycle will proba- 
bly be reduced by the change which has 
been outlined. Stocks of land, securities, 
art objects, are relatively permanent, 
like the stone money of Yap Island. They 
are not subject to the perverse elasticity 
of fractional reserve money, which con- 
tracts when the demand is greatest, and 
vice versa, with disastrous consequences 
for stability. 

The foregoing paragraphs are not in- 
tended as irrelevancy or as ventures into 
spangled-turban or crystal-ball econom- 
ics. They are intended rather to present 
in the most optimistic possible light the 
consequences of the philosophy which 
underlies the Economic Reports of the 
president. As probable factually is 
either the strait jacket of a controlled 
economy or a change for the better in the 
economics emanating from the White 
House. 


UNIVERSITY OF WISCONSIN 


from Machlup’s Stock Market Credit and Capital 
Formation [original German ed.; Vienna: Julius 
Springer, 1931], does not seem to meet squarely 
the argument of the last two sentences of the text.) 
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CALVIN B. HOOVER’ 


I 


AT the Keynesian doctrine owes 
its existence? to the post-World 
War I depression does not prove 
that its applicability is confined to this 
one historical period between the first 
two world wars. There is, indeed, ample 
evidence that Keynes did not think his 
doctrine was limited in its validity to any 
such cramped period in history. This is 
demonstrated by his effort at rehabilita- 
tion of some aspects of mercantilist doc- 
trines. Various passages from the General 
Theory show clearly that he believed 
that the inapplicability of Say’s Law to 
the contemporary economy—reflected in 
the discrepancy between “the propensity 
to save”’ and the “inducement to invest” 
which is the heart of his doctrine—had 
existed at an early stage of economic de- 
velopment.’ But at how early a stage? 
tI am indebted to Professor Jacob Marschak 
for a number of valued criticisms of this article in 
manuscript. Upon the basis of his suggestions, I 
have attempted to repair some omissions, to correct 
some errors, and in general to reduce confusion. 

2 Or its revival, if one considers Keynes simply 
one of that “order of Melchisedec” which includes 
Mandeville, Malthus, Sismondi, Rodbertus, Foster 
and Catchings, e¢ al. 

Little argument is needed to support the con- 
tention that, if the life-span of Keynes had been 
precisely contemporaneous with that of Marshall, 
there would have been no Keynesian doctrine. 
The theories of Keynes were essentially the product 
of the post-World War I depression—the long- 
continued British depression following World War I 
and the world-wide depression of the thirties, 
which was in a sense superimposed upon the con- 
tinuing British depression. The phenomenal degree 
of acceptance which the doctrine achieved both 
among economists and among statesmen was cer- 
tainly due to its peculiarly apposite character. 

3See Samuelson’s comment: “I myself believe 
the broad significance of the General Theory to be 


Did the discrepancy exist in embryonic 
form even before the rise of capitalism, 
or was it associated with, even if it was 
not precisely caused by, the rise of this 
particular type of economic system? 
The view that the discrepancy be- 
tween the propensity to save and the in- 
ducement to invest can be logically used 
only as an explanation of a constant 
tendency toward depression—and not as 
an explanation for either cyclical or spas- 
modic fluctuations in the economy— 
might seem to rule out the existence of 
the discrepancy during any considerable 
period in the past. According to this 
view, the discrepancy would have arisen 
in an economy in some minute degree as 
soon as there was any attempt to save, 
on however small a scale, not offset by 
borrowing for consumption. Thereafter 
the discrepancy would have steadily in- 
creased with the growing wealth of so- 
ciety, accompanied by a constantly in- 
creasing volume of unemployment. Thus, 
if the discrepancy had existed over a con- 
siderable historical period, so the argu- 
ment would run, we should have ex- 
pected to find a steady increase in unem- 


in the fact that it provides a relatively realistic 
complete system for analyzing the level of effective 
demand and its fluctuations. More narrowly, I con- 
ceive the heart of its contribution to be in that sub- 
set of its equations which relate to the propensity 
to consume and to saving in relation to offsets-to- 
saving. In addition to linking saving explicitly to 
income there is an equally important denial of the 
implicit ‘classical’ axiom that motivated investment 
is indefinitely expansible or contractable, so that 
whatever people fry to save will always be fully in- 
vested” (Paul A. Samuelson, “The General Theory,” 
in The New Economics, ed. Seymour Harris [New 
York: Knopf, 1947], p. 151). 
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ployment which would have been roughly 
commensurate with the growth of wealth 
in the countries of western Europe where 
capitalism had been developing. 

The answer which Keynes would 
make to this is fairly clear. He would 
doubtless have retorted that, in the first 
place, his doctrine did explain cyclical 
fluctuations as well as the existence of a 
constant tendency toward depression. 
He would further have claimed that the 
fluctuations themselves showed a tend- 
ency to become longer and to involve a 
larger volume of unemployment as an 
accompaniment of the increasing wealth 
of society. As a final argument, he would 
have pointed out that his doctrine took 
cognizance of all manner of offsets to sav- 
ing, including conscious work-creating 
expenditures by government, the effect 
of wars, chance increases in the quantity 
of money (which in certain circum- 
stances might increase either consump- 
tion or the inducement to invest), and 
the like. All these largely exogenous 
forces or events would serve to prevent a 
gradual increase in unemployment but 
would help to account for recurring and 
irregular periods of depression. 

When account is taken of these various 
factors, which served from time to time 
to “cure” in whole or in part the dis- 
crepancy between the propensity to save 
and the inducement to invest, there 
seems no insuperable difficulty in recon- 
ciling the Keynesian doctrine with his- 
tory.4 

‘A belief in the necessity for maximizing ex- 
ports, not in order to obtain imports, but in order 
to remove “‘burdensome surpluses” from the domes- 
tic market, has endured from mercantilist times. 
This belief—which is, quaintly enough, currently 
revived as an argument by some of the American 
advocates of the removal of trade barriers—finds 
natural roots in this failure of Say’s Law to be con- 
tinuously operative in an unmodified capitalistic 


tconomy. The “propensity to consume-inducement 
to invest discrepancy” is only one formulation of the 
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Keynes certainly steered clear, con- 
sciously or unconsciously, of finding 
causation for the discrepancy between 
the propensity to save and the induce- 
ment to invest in any particular set of 
economic institutions. Keynes seemed to 
believe that the development of the dis- 
crepancy was simply associated with the 
development of wealth in a society. A 
potential discrepancy would apparently 
arise at that moment in time at which 
some portion of national income was 
withheld from consumption with the in- 
tention of devoting it to investment. 
Keynes would perhaps have considered 
it nonsense to question whether or not 
the discrepancy could develop in the 
“pastoral nomadic stage,” the “settled 
village stage,”’ under the “guild system,” 
under “merchant capitalism,” or at any 
other stage of development of economic 
institutions, however designated. 

He would perhaps have considered it 
as senseless to inquire whether the prob- 
lems inherent in the discrepancy couid 
exist under a barter system, under a 
purely money economy, or only under a 
modern capitalistic system with its bank 
credit, its quasi-monopolies, its collec- 
tive bargaining, and all the rest. Perhaps 
he would have argued that it was quite 
unnecessary so to specify, since all these 
institutional differences were associated 
with the relative wealth of economic so- 
cieties. Perhaps he took it for granted 
that, when a society reached a given 
stage of wealth, it would have a set of 
economic institutions appropriate for 
that stage. To Keynes it was perhaps 
enough that the stage of wealth which 


cause for the frequent inoperativeness of Say’s Law 
in a capitalistic economy. The persistence of this 


favorable-balance-of-trade doctrine, as Keynes 
points out, affords evidence that the tendency 
toward the discrepancy has existed at least as long 
as the doctrine. 
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had been attained by the Western world 
had developed the discrepancy to the 
point where it had become, as he saw it, 
the proper item for major concern on the 
part of statesmen and economists. 

But if, looking backward, this view 
teck care of the matter, what of the fu- 
ture? Did Keynes expect that his doc- 
trine would be applicable to economic in- 
stitutions of the future as he believed it 
to be applicable to those of his lifetime 
and some not definitely defined period of 
past history? Paradoxically enough, the 
evidence is strong that Keynes was not 
much concerned with formulating a set 
of economic doctrines valid for all time, 
in spite of his belief in the long-contin- 
ued character of the discrepancy between 
the propensity to save and the induce- 
ment to invest. He loved to say that 
economists with valid ideas were never 
listened to while they were alive. It was 
only after an economist had died that his 
ideas were accepted and became a 
witch’s light to guide statesmen’s feet 
into economic pitfalls and cul-de-sacs be- 
cause the truths the economist had pro- 
claimed in his lifetime were no longer 
applicable. Keynes, thanks to the bril- 
liance of his mind, his enormous energy, 
self-assurance, and powers of persuasion, 
was able to break at least half his own 
rule. Statesmen did listen to him and fol- 
low his advice in his lifetime. We do not 
yet know whether statesmen will, by not 
following his advice when perhaps it has 
lost its validity, similarly break the other 
half of his rule. 


II 


Would the Keynesian doctrine have 
validity or applicability in a fully collec- 
tivized, i.e., statized economy? Would 
there be a continuing tendency for the 
propensity to save to be stronger than 
the urge to invest? 


CALVIN B. HOOVER 


The managers of a statized economy 
do, of course, have the problem of decid- 
ing how much of the national product 
should be devoted to consumption and 
how much to investment. Conceivably 
this problem could be dealt with on a 
straight-out commodity basis, simply by 
rationing to consumers (not at all neces- 
sarily by equal rationing) and by giving 
instructions as to what factors and raw 
and semifinished materials should be 
used to produce goods for immediate con- 
sumption and what factors and mate- 
rials for the production of intermediate 
or capital goods. In fact a statized econ- 
omy is likely to find, as did the Russians, 
that to operate an economy without a 
monetary unit of account and a price 
system would present difficulties which 
in practice would be insuperable. 

Consequently, the managers of a stat- 
ized economy are confronted with the 
necessity of making a decision which in 
essence is the same as that which the 
classical economists (in the Keynesian 
sense of “‘classical”) supposed took place 
in a capitalistic economy as a result of 
the acts of millions of individual savers 
and of a much more limited number of 
investors, whose decisions were both re- 
flected in and guided by the interest rate. 
Thus the managers of a statized econ- 
omy calculate how much of the national 
income measured in monetary terms is to 
be devoted to immediate consumption. 
This amount can be disbursed as con- 
sumer income.’ With respect to the re- 
mainder of national income (aside from 
income devoted to governmental needs 
such as the military), it must be appor- 
tioned between capital goods of “nearer” 
and those of more “distant” productivity 
very much as the capital-investment 


SIn the Soviet system some of this “consumer 
income,” instead of being withheld from consumers 
in the first place, is recaptured through taxes and 
bond issues very much as in the capitalist economy. 
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mechanism of the classical economist was 
supposed to work.® 

All this amounts to saying that in a 
statized economy—whatever the techni- 
cal difficulties of estimating precisely 
how much of the national income is to be 
diverted from consumption into capital 
investment—there is no reason at all to 
suppose that a Keynesian “discrepancy” 
will arise because enough investment 
does not take place to match what people 
desire to save. The managers of the econ- 
omy do not have to depend upon any 
“inducement” to invest; “enough” in- 
vestment takes place simply as an act of 
administration.’ 

If there is no problem of inadequacy of 
inducement to invest in the statized 
economy, it is just as true that the tend- 
ency for the urge to save to be “too 
strong” similarly either disappears or is 
of no consequence. This would follow in 
any event from what has been said about 
investment, since the concept of “too 
strong” a propensity to save depends en- 
tirely on there being too little induce- 
ment to invest. Moreover, the statized 
economy would certainly find no diffi- 
culty in reducing the amount of saving 
should it care to do so. The degree of in- 
equality of distribution of income could 
be varied to obtain this result if so de- 

*The statized economy, if a dictatorship, can 
normally “get away with” diverting a much larger 
share of the national income into investment than 
can a capitalistic economy. If the statized economy 
were a democracy, then the opposite would likely be 
true. 

7Indeed, the tendency will likely be, as it has 
been in the Soviet Union, to “invest” more, meas- 
ured in money units, than has actually been “saved” 
(or deducted from consumption). This produces in- 
flationary pressures just as does the process in a 
capitalistic economy. This tendency apparently 
arises out of the pressures which exist, even in a 
dictatorship, both to disburse more consumer 
purchasing power and to invest more than the 
total national income can support, without creating 
an upward movement in the price level or bringing 
about a rationed scarcity. 
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sired, since the less the inequality of dis- 
tribution of income the less will be the 
proportion of the national income saved.* 
Acting more directly, the managers of 
the statized economy may simply pay 
out a larger proportion of the national 
income as consumer income (in the form 
of wages and salaries) while retaining a 
smaller portion for investment.® 

Add to this the fact that there would 
be no problem of inadequacy of the de- 
mand function, no problem of employ- 
ment failing to expand because of a real 
wage higher than the marginal produc- 
tivity of workers at full employment, no 
problem of the “marginal efficiency of 
capital” being lower than the interest 
rate, and we cannot fail to conclude that 
the Keynesian doctrine would have little 
if any applicability to the statized econ- 
omy. In a sense, all this could be sum- 
marized by saying that, in the statized 
economy, managers would naturally 
make decisions which would produce a 
situation in which the economy would 
function as though Say’s Law were really 
operative.*° 


8It is possible, of course, that the reduction of 
inequality of distribution of income might inter- 
fere with the principle of rewarding individuals 
according to productivity. The Soviet system has 
retained this principle of distribution which capital- 
ism has proclaimed as its own peculiar invention. 


* Even if one could suppose that there should 
ever be danger of “oversaving” through the attain- 
ment of a state of satiety on the part of all or a large 
portion of the populace, this could be easily avoided 
either by redistribution of income if satiety char- 
acterized only the upper classes of income-receivers 
or by reducing average hours of labor if satiety 
were general. 


1° This is not to imply for a moment the greater 
economic efficiency of a statized economic system in 
comparison with a laissez faire or quasi-laissez faire 
capitalistic economy. The evidence seems strongly 
to support the case for the relatively greater pro- 
ductive efficiency of capitalism. Even the elimina- 
tion of the Keynesian “discrepancy” apparently 
does not offset inefficiencies of a fore serious 
nature in the statized economies. This quite apart 
from the dilemma which exists in reconciling the 
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In the realm of saving and investment, 
a fully managed collective economy and 
a capitalistic economy would not there- 
fore differ because the savings-invest- 
ment mechanism in a collectivist econ- 
omy operates differently from the mecha- 
nism which the classical economists as- 
sumed to operate in a capitalistic econ- 
omy. Rather, they would differ because 
the Keynesian discrepancy between the 
propensity to save and the inducement 
to invest would not exist under a collec- 
tivist system while, contrary to classical 
economics, such a discrepancy did exist 
in the capitalistic economy, at least dur- 
ing the period between the two world 
wars. 


Iil 


If it is agreed that the Keynesian doc- 
trine would not have significance for a 
fully statized economy, the questions 
arise: How great would have to be the 
change in the capitalistic system before 
the Keynesian doctrine would likewise 
cease to have applicability? How many 
industries would have to be nationalized 
before the economy of the United King- 
dom, for example, would have passed out 
of the realm in which Keynesianism is 
applicable? Or suppose that we were to 
have a Super New Deal in the United 
States. What then? To answer these 
questions, we must ask another. In what 
institutions or characteristics of the capi- 
talistic system did the Keynesian dis- 
crepancy between the propensity to save 
and the inducement to invest reside? 
When it exists, this discrepancy resides 
in the circumstance that one set of per- 
sons has the propensity to save (i.e., to 
refrain from using for consumption pur- 
poses purchasing power of which they are 


control of the economy by the state with the mainte- 
nance of individual liberty. 
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momentarily in control), that a different 
set of persons must have sufficient in- 
ducement to invest these funds or their 
equivalent if national resources are to be 
fully employed, and that there is no de- 
pendable machinery which automatically 
insures that this potential volume of sav- 
ing will actually be invested. 

In terms of the General Theory, the dis- 
crepancy is always such as to produce an 
excess in the urge to save over the in- 
ducement to invest. The discrepancy ex- 
ists only between the “propensity to 
save” and the “inducement to invest”; 
actual saving and actual investment are 
supposed always to be equal since, if sav- 
ings cannot be invested, they cannot in 
fact really occur. During World War II, 
however, Keynes gave full expression to 
what he had no doubt always taken for 
granted, namely, that it was possible for 
the state to take action through deficit 
financing which would produce a dis- 
crepancy of almost precisely the opposite 
sort, that is, a rate of investment (or of 
offsets to saving) greater than that which 
would just match the propensity to save 
without causing a rise in prices. This re- 
verse discrepancy between the propen- 
sity to save and the inducement to in- 
vestment produced the “inflationary 
gap." 

But suppose that changes were to take 
place in the capitalistic economic system 
such that the discrepancy between the 
propensity to save and the inducement 
to invest would normally produce not 
unemployment but the inflationary gap. 
What then? What of this “reverse’’ dis- 


Whether Keynes would have admitted the 
possibility of an “inflationary gap” when there 
was no existing or recent governmental budgetary 
deficit acting as a causal factor, it is hard to say. 
Presumably he would have admitted the theoretical 
possibility but would not have believed it likely in 
the stage to which the capitalistic system had de- 
veloped in the United States and in the United 
Kingdom. 
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crepancy? Could we say that the Keynes- 
jan doctrines would still be applicable? 

The answer is affirmative if, in these 
doctrines, we include the very useful 
analysis of the inflationary situation 
which Keynes gave us. It is questionable, 
however, whether it would be logical to 
speak of this as part of the Keynesian 
doctrine; for Keynes is almost certain to 
be known in history not as an analyst of 
inflation but as the analyst of depression, 
since it is the “‘deflationary discrepancy” 
and not the “inflationary gap”’ which he 
apparently considered to be a continuing 
tendency of capitalism.” 


Nevertheless, he apparently believed that, 
outside the wartime situation, the normal tendency 
of capitalistic economy was definitely toward 
“ynderconsumption.”” While I was preparing to 
share dinner with Keynes in his hotel suite in Wash- 
ington in 1934, he genially ridiculed my niceness in 
selecting a towel from the rack so as not to muss the 
others. He made a sweep with his arm and knocked 
two or three on the floor. “I am convinced,” he 
said, jokingly, “that I am more useful to the econ- 
omy of the U.S.A. by stimulating employment 
through mussing up these towels than you are by 
your carefulness in avoiding waste.”” His wartime 
insistence on limiting disposable consumer income 
had apparently not changed this point of view. 
In London during the war-(I cannot be sure whether 
it was in 1942 or 1943) Keynes told me that he had 
become convinced that after the war the “answer 
will lie in consumption.” He went on to say that he 
believed that after the war it was going to be neces- 
sary and desirable to take action to increase the 
consumption of the lower-income groups rather 
than to depend upon maintaining full employment 
by means of measures to expand investment. 

Keynes was by nature impatient with anyone 
who argued that the same sort of policy was ap- 
propriate for all occasions and circumstances. He 
was in essence a believer in the simple efficacy of 
the barmaid’s turning the spigot on and off to regu- 
late the flow of beer, to accommodate both fluctua- 
tions in the thirst of the customers in the pub and 
changes in the supply of beer. This is illustrated by 
Harrod’s account of Keynes’s statement to him in 
1930 that “I intend to advocate a revenue tariff.” 
When Harrod said, “For Heaven’s sake, don’t do 
that,” Keynes hastened to reassure him: “It is 
quite all right. We can reverse the process, when this 
phase is past.” After a dozen years in which trade 
barriers and bilateralism had spread a jungle 
growth throughout the world, Keynes participated 


There can be no question, of course, 
that Keynes was fully alive to the infla- 
tionary alternative. Apart from his well- 
known writings on this subject, I remem- 
ber most vividly a dinner in Washington 
(I believe it was in late 1941) which Leon 
Henderson gave in honor of Keynes. A 
number of the younger American Keynes- 
ians were present. Keynes argued for 
hours against his disciples, stressing his 
belief in the necessity for limiting dis- 
bursements of consumer income and 
simultaneously reducing the production 
of consumer goods in order to reduce in- 
flationary pressures and to free greater 
productive facilities for war production. 
He maintained that the policy which he 
advocated was wholly consistent with 
his general theory. 

Likewise, suppose that, by a judicious 
management of the national budget 
through the manipulation of budgetary 
deficits, the tendency toward a deflation- 
ary discrepancy were permanently over- 
come by a policy which maintained full 
employment and a stable price level. One 
could then well argue that this was con- 
sistent with the Keynesian doctrine since 
the deflationary discrepancy was only 
being prevented by precisely the meas- 
ures which Keynes had recommended. It 
is more doubtful whether the present in- 
flationary situation in the United States, 
in which full employment has been ac- 
companied by rising output but with 
prices nonetheless rising, could be ac- 
counted for in Keynesian terms at all. 
That this situation should exist at a time 
when the governmental budget is in sur- 
plus renders it still less susceptible of 
analysis in Keynesian terms. 

Or suppose that the pressure for gov- 
ernmental expenditures for all purposes 


in the effort to “reverse the process” (R. F. Harrod, 
“Keynes, the Economist,” in The New Economics, 
op. cit., p. 65). 
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—such as social insurance, support of 
farm income, public works, national de- 
fense, foreign aid, and the like—were to 
be so great that we should constantly run 
a budgetary deficit of a sort to produce a 
continuing inflationary gap. Or suppose 
that the balance of economic and politi- 
cal power were to shift so that the annual 
pressure of labor unions for wage in- 
creases and of farm organizations for in- 
creases in farm prices and agricultural in- 
come—in an amount substantially above 
that made possible by yearly increases in 
productivity as embodied in national 
real income—could not be resisted. 
Could we say that the Keynesian doc- 
trine was applicable to an inflationary 
situation produced in either of these 
ways or by a combination of both? 

It is true that, if large wage increases 
were to take place when the money and 
credit system was not expanding through 
deficit financing by government, these 
increases might have such a deterrent ef- 
fect upon entrepreneurial expectations 
that substantial unemployment would 
result." Increasing the wage rate under 
these circumstances might, of course, 
through the “demand function,” in- 
crease the quantity of consumption goods 
taken off the market by increasing the 


"3 It is interesting to ask one’s self whether un- 
employment so caused would be consistent with 
Keynesian doctrine. Such unemployment would 
seem consistent with the typical situation which 
Keynes postulated, the refusal of laborers to accept 
a real wage low enough to create sufficiently good 
entrepreneurial expectations for the employment of 
all workers willing to work at the going rate of 
wages. Yet Keynes apparently did not think un- 
employment was caused by labor unions’ pushing 
wage rates up, just as he did not believe that 
lowering of real wages would in fact improve entre- 
preneurial expectations. He dealt simply with the 
case in which wages were “too high” for full em- 
ployment because investment and consumption 
together did not absorb potential national income 
at full employment. Thus “too high’”’ wage rates as 
a cause of depression is hardly a Keynesian con- 
cept. 
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propensity to consume through disburs- 
ing larger payments to wage-earners 
rather than to profit-receivers. It is very 
doubtful whether this would offset the 
depressive effect of declining entrepre- 
neurial expectations, however." 

We can conclude, nevertheless, that, if 
wage increases (made possible by the 
shift in economic and political power in 
favor of labor organizations) beyond 
those which could be sanctioned by in- 
creases in productivity were to take 
place, accompanied by an increase in the 
quantity of money through deficit financ- 
ing, the effect would almost inevitably be 
inflationary. The inflationary rather than 
the deflationary alternative seems far 
more likely since it is now so generally 
realized that the deflationary effect can 
always be “cured” by deficit financing. 
When the economy is threatened by what 
appear to be the early stages of rigor 
mortis, politicians are not likely to be 
deterred even by warnings that the ad- 
ministration of a stimulant in the form 
of a budgetary deficit is likely to produce 
delirium tremens at some future date. 

This amounts to saying that it is 
doubtful whether a government in any 
one of the Western democracies could 
under present circumstances refuse to re- 
sort to measures, the immediately reme- 
dial results of which could be predicted 
with practical certainty. A government 
with definitely Leftist inclinations could 
hardly be expected to refrain from deficit 
financing when faced by unemployment. 
Even a government of the Right, to 
maintain itself in power against the com- 


™ One cannot be sure whether, at any given 
moment, an increase in wage rates will actually 
increase the propensity to consume. If the effect 
is to increase the wages of those already in the higher 
brackets while diminishing the incomes of those in 
the lower brackets, its effect could be in the opposite 
direction. This point is made in an article soon to 
be published by Professor J. J. Spengler. 
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petition of the Left, would require an al- 
most unprecedented disregard for politi- 
cal consequences to abjure deficit financ- 
ing once unemployment actually oc- 
curred, however distasteful in principle 
an unbalanced budget might be.*S 

It is thus clear that it is not necessary 
for an economy to become nearly fully 
“statized” for it to have passed out of the 
stage in which the Keynesian discrep- 
ancy between the urge to save and the 
inducement to invest exists. It is indeed 
possible that, in an “in-between econ- 
omy,” under circumstances which could 
quite easily be imagined, both the urge to 
save and the inducement to invest would 
shrink. This could happen if there were a 
greatly increased degree of equality of 
income brought about by a government 
of such Leftist inclinations that entrepre- 
neurial expectations would be damag- 
ingly impaired."® 

This is not to deny that, under the ex- 


's Thus, in terms of the American scene we could 
predict with a considerable degree of assurance that, 
if Henry Wallace were elected to the presidency, 
wage increases beyond those sanctioned by produc- 
tivity would occur since we could expect govern- 
mental intervention on the side of labor whenever a 
strike was threatened. Under these circumstances, 
entrepreneurial expectations could be maintained 
only by strenuous deficit financing. Conversely, 
if Robert Taft were to be elected and if dispropor- 
tionate wage increases could not be prevented, we 
could expect a deflationary effect on the economy 
to be followed by a deficit financing “cure,” re- 
gardless of Mr. Taft’s well-known aversion to such 
measures. Actually, if Mr. Taft were elected presi- 
dent, it is possible that this particular situation 
would not arise because the power of the labor 
unions to obtain disproportionately large increases 
in wages might be substantially curtailed. 


The experience of the Roosevelt gdministra- 
tion demonstrates, however, that entrepreneurs do 
not refuse orders for goods because such orders are 
induced by deficit financing on the part of an ad- 
ministration which the entrepreneurs cordially 
detest, so long as their profits are not controlled. 
It would happen if wage increases were encouraged 
while prices were controlled so as to prevent a 
minimum level of profits, by an administration to 
which industrialists were hostile and of which they 
were afraid. 
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isting economic system, a conjuncture 
could arise in the future in which there 
would exist a genuine Keynesian dis- 
crepancy between the propensity to con- 
sume and the inducement to invest. Such 
a conjuncture would require a Keynesian 
type of solution, namely, direct action to 
provide offsets to saving. If, say, two 
near-miracles were to happen—the one 
that all danger of war with Soviet Russia 
were permanently to disappear, the 
other that the deficit in the international 
balance of payments of the rest of the 
world with the United States were like- 
wise to disappear—we might find that 
the cost of goods and services provided 
for national defense and of goods and 
services furnished free to foreign coun- 
tries would permit an annual reduction 
in our governmental costs of, say, fifteen 
billion dollars. 

If all this sum were to be annually ap- 
plied to the reduction of our national 
debt without lowering taxes, the possi- 
bilities of a depression’s being thus en- 
gendered would be tremendous. Indeed, 
if the whole amount of the fifteen billion 
dollars were used not to reduce the na- 
tional debt but to reduce all taxes by an 
equal percentage, it is quite possible that 
there would exist, at least for a crucial 
moment, a greater potential capacity to 
save than would be met by a willingness 
of entrepreneurs to invest. It seems quite 
probable that care would have to be 
taken to provide both a larger percent- 
age tax reduction in the lower brackets of 
income and an actual governmental 
spending program on such things as an 
extension of social security, federal sub- 
sidies to education, and the like, if sub- 
stantially full employment were to be 
maintained."’ In other words, direct gov- 


17 It would, of course, be impossible to forecast 
with precision the relative inducement to increased 
employment (or to the maintenance of full employ- 
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ernmental intervention through man- 
aged offsets to saving by the state would 
probably be at least temporarily neces- 
sary in the future if we should be fortu- 
nate enough to be relieved of the burden 
of providing through taxation for the 
support of our own armed forces and for 
the support of western Europeans, Chi- 
nese, and others whose current inability 
to make ends meet is reflected in the 
deficit in the international balance of 
payments of their fatherlands with the 
Western Hemisphere. 

That in unusual cases the need for 
deficit financing to offset momentary de- 
flationary pressures might arise would 
not be inconsistent with a general tend- 
ency toward inflation through pressure 
from powerful economic groups. It seems 
likely that, in such circumstances, there 
would be a pronounced tendency to over- 
do the provision of offsets to saving 
through employment-creating deficit fi- 
nancing by government. 


IV 


Thus it seems probable that the eco- 
nomic system of the United States, like 
other mixed economies in which the ad- 
mixture of the statized elements has been 
formally designated as socialistic, has 
already evolved away from old-style 
capitalism to such an extent that, given 
the new balance of economic and politi- 
cal power, the Keynesian discrepancy 
between the propensity to save and the 
inducement to invest no longer presents 
itself in its historic form. The causes for 


ment) which would result from increasing the in- 
comes of consumers in the lower brackets as com- 
pared with that which might result from lowering 
taxes on the corporate profits or incomes of recipi- 
ents of higher incomes. If the validity of the po- 
tential savings-actual investment discrepancy is 
granted at all, the case for the greater positive 
effect on employment of increasing the incomes of 
the recipients in the lower brackets seems strong. 
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the disappearance of the discrepancy are 
basically the same in all the mixed 
economies. 

It was one of the greatest virtues of 
laissez faire capitalism that, so long as 
production was carried on by a multiplic- 
ity of independent producing units, the 
distribution of income among property 
owners and workers was set by the mark- 
et. Under these conditions neither politi- 
cal power nor ethics could be logically or 
successfully invoked to change the dis- 
tribution of income. However, in an 
economy characterized by the institution 
of private property, this market-deter- 
mined distribution of income no doubt 
always had, as Keynes assumes, a “built- 
in’ tendency toward a discrepancy be- 
tween the propensity to save and the in- 
ducement to invest as the wealth of the 
economy increased. This tendency was 
accentuated as the economy passed out 
of the self-regulatory stage of develop- 
ment. 

It was the growth of corporations, per- 
mitting the advantages of large-scale 
production, which originally impaired 
the self-regulating character of the econ- 
omy. This impairment manifested itself 
in two decisive directions. In the first 
place, the role in the economy of the 
small independent businessman, includ- 
ing farmers, and of owner-occupiers of 
houses—who normally make decisions to 
save and to invest almost concurrently— 
was relatively much reduced in impor- 
tance. At the same time, the role of cor- 
porate managers in determining the size 
and use of undistributed corporate prof- 
its was greatly increased in significance. 
This shift in the relative importance of 
the corporate and of the individual par- 
ticipants in savings-investment activities 
of the economy was crucial. 

In the second place, the development 
of collective bargaining and of political 
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power by labor unions as an offset to 
corporate development set the stage for 
intervention by the state, now on the 
side of corporate interests, now on the 
side of labor unions. With the acceptance 
by the public of the inevitability of gov- 
ernmental intervention in the economy, 
our economic system had undergone a 
profound change. Eventually the distri- 
bution of the national income came to be 
determined not primarily by varying the 
share of product which is to be divided 
between the corporation and the labor 
union through collective bargaining but 
by varying the size of the slice of nation- 
al income which is to be divided through 
the use of economic or political power. 

This can be seen in the recent case of 
the determination of wages for railroad 
workers. The increase in wages which 
can be obtained by reducing the share of 
total income paid out to invested capital 
comes to be of relative unimportance 
compared with the increase which can 
be got through raising freight rates, if 
the railway unions’ power is great enough 
to compel an increase in wages which can 
be met only in this way. The size of the 
wage increase is thus determined not by 
the obduracy of railroad management 
but by the extent to which the unions 
have the power to withhold transporta- 
tion from the public as a means of ob- 
taining increased wages, which must then 
be reflected in increased freight rates if 
the railroads are to run. The case of the 
railroads differs only in degree from that 
of the coal mines, steel mills, and the like. 
During a period of full employment and 
inflationary pressure, such as the present, 
the same situation characterizes the au- 
tomobile industry and even most so- 
called “competitive” industries. 

When our economy has evolved to the 
point where the share of the national in- 
come which a particular claimant can get 
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depends upon the organized power of the 
group to which he belongs to withhold 
production from the economy or upon 
power to withhold votes in a parliamen- 
tary body, any government is confronted 
with a dilemma. With all organizations 
of claimants for shares of the national 
income demanding incomes higher than 
those which can be granted out of real 
national income, the temptation to 
grant everybody larger shares—and to 
depend upon reducing the shares to toler- 
able proportions through allowing rises 
in the general price level—becomes ter- 
rifically great.*® 

In some respects the problem is more 
difficult in an economy characterized by 
a modified form of capitalism like our 
own than it is in a country controlled 
by an avowedly Socialist government. 
When industry is nationalized, it is at 
least simpler to explain to workers that, 
unless productivity is increased, a rise in 
wages must be at the expense of other 
workers, at the cost of capital improve- 
ments which would have to be foregone 
if the wage rise were permitted, or at the 
cost of an inflation which would nullify 
the result of the wage increase. In our 
own country, however, if one should at- 
tempt to tell the workers of the United 
States Steel Corporation, for example, 
that they cannot have more than, say, a 
3 per cent annual increase in wages be- 
cause the national income would not per- 
mit it, they are likely to feel that one is 
talking nonsense. They would retort that 
they are working for the United States 
Steel Corporation and not for some ab- 


*8 The dilemma can be seen more clearly in the 
case of the Labour government of the United King- 
dom which, perhaps more than in any other country, 
has made a real effort to deal with the problem 
under the most difficult circumstances. Stafford 
Cripps has had the courage repeatedly to refuse 
increases in wages when they could not be provided 
out of real national income. The relentless pressure 
continues, however. 
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stract “national economy,” the produc- 
tivity of which they would be likely to 
consider quite irrelevant.’ 

As previously pointed out, this general 
pressure for increasing the size of the 
shares of the national income is much 
more likely to have an inflationary effect 
than a deflationary one. It is certainly 
difficult to foresee a deflationary effect 
which would be long permitted to en- 


"?The General Motors-United Automobile 
Workers wage agreement of May, 1948, combining 
cost of living and productivity into one formula, 
might afford a basis for the future development of a 
means to deal with this dilemma if its cost-of-living 
element does not help to set an inflationary pattern. 
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dure. In conjunction with the inflation- 
ary pressures of a general nature, which 
are involved in the broad political pres- 
sure for enlarged expenditures of public 
funds discussed earlier, this factor sug- 
gests the conclusion that the “‘inflation- 
ary gap” is more likely to be a continuing 
problem for our present modified form 
of capitalism than is the Keynesian dis- 
crepancy between the propensity to save 
and the inducement to invest. The evo- 
lution of our mixed economic system in 
the future seems more likely to accentu- 
ate than to lessen this tendency. 


DuKE UNIVERSITY 





EUROPEAN MULTILATERAL CLEARING 


ROBERT W. BEAN" 


LTHOUGH the European Recovery 
Program emphasizes the prob- 
lems of Europe’s economic rela- 

tions with the Western Hemisphere, 
there has been growing concern also for 
the course of trade within Europe. An 
excellent report recently issued by the 
Economic Commission for Europe 
reaches the conclusions 

that one of the preconditions for the cure of 
Europe’s acute external disequilibrium is the 
restoration of intra-European trade... that 
production itself is the chief limitation on 
trade.... But...that there are other im- 
portant limiting factors on intra-European trade 
arising from the conditions under which that 
trade is conducted, and that economic recovery 
in Europe must be approached from the stand- 
point of improving the trading framework as 
well as from the standpoint of increasing pro- 
duction in the various separate national econo- 
mies.? 


The prospect of renewed dollar aid 
brought forth immediate efforts to de- 
vise schemes for using such aid to facili- 
tate the trade of European countries with 
each other. The first product of those ef- 
forts was a system, now in operation 
since January, 1948, for multilateral 
clearing of payments-agreement bal- 
ances. It is the purpose of this article to 
discuss the development of the clearing 
system, its deficiencies, and a possible 
temedy for the still-unsolved problem of 
financing intra-European trade. 

‘The author is an economist on the staff of the 
Board of Governors of the Federal Reserve System. 
The opinions expressed in this article are not neces- 


sarily those of the institution with which he is con- 
nected. 


*Economic Commission for Europe, A Survey of 
the Economic Situation and Prospects of Europe 
(Geneva: United Nations Department of Economic 
Affairs, 1948), p. 88. 


THE PROBLEM 


The limitations of the present trading 
framework are mainly financial and have 
caused nearly every European country to 
retreat toward a balancing of its current 
accounts both with the rest of Europe as 
a whole and bilaterally with each Euro- 
pean country. It is useful to deal sepa- 
rately with these two problems, although 
they are obviously related. 

A deficit position with the rest of the 
area as a whole can be sustained by a 
member of the area only by drawing on 
(r) current overseas earnings in convert- 
ible currencies, (2) gold and dollar re- 
serves, (3) dollar grants or credits, (4) 
accumulated balances in European cur- 
rencies, or (5) new credits in European 
currencies. No European country is pres- 
ently able, however, to contribute any 
appreciable amount of dollars to intra- 
European trade out of current overseas 
earnings. Gold and dollar reserves have 
generally been reduced to levels which 
preclude their being used for this pur- 
pose; and during the recent hiatus be- 
tween dollar-aid programs relatively few 
dollars have been available on credit or 
by grant to finance purchases by one 
European country from another. This 
leaves credits and accumulated balances 
in European currencies; but the recipro- 
cal credits granted by European coun- 
tries within the postwar system of pay- 
ments agreements’ have largely been ex- 
hausted, and the accumulated balances, 


3 For a description of European payments agree- 
ments since the war see J. Polk and G. Patterson, 
“The Emerging Pattern of Bilateralism,” Quarterly 
Journal of Economics, LXII (November, 1947), 
118-42. 
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apart from those which have been 
blocked, frequently remain in favor of 
countries which tend to have a surplus of 
exports in Europe. Although the coun- 
tries associated with the European Re- 
covery Program appear to have de- 
veloped net debit positions within the 
group amounting to about 8 per cent of 
total payments to each other during 
1947, there are many indications that 
this proportion had been sharply re- 
duced by the latter part of the year, ow- 
ing to lack of financing arrangements.‘ 
To some extent these difficulties may 
be remedied by dollar purchases in Eu- 
rope under the E.R.P. and possibly also 
by a rearrangement of intra-~-European 
credit facilities. But even if one assumes 
a necessity for approximate balance be- 
tween each country and the group, it 
does not follow that all countries need be 
bilaterally balanced with each other. 
This has lately been more and more the 
case, owing to the general unwillingness 
of the creditor countries in Europe to 
permit an extension of credit margins 
and to the inadequacy of arrangements 
for transferring bilateral credit balances 
between currencies. There are many ex- 
amples of the restrictive effects on trade; 
only a few need be cited. At the end of 
1947 France was compelled for a time to 
cease importing from Belgium and Switz- 
erland; in March, 1948, Sweden placed a 
temporary ban on further imports from 
Belgium; and recently the United King- 
dom found it necessary to postpone for 
several months its agreed program for 
imports from Belgium. In many in- 


4On trade account during 1947 the E.R.P. 
countries (excluding dependencies) had debit 
balances within the group totaling some $700 
million (about 11 per cent of total trade in each 
direction). Available evidence indicates that in- 
visible payments reduced the sum of individual 
debit positions to about $600 million, or roughly 8 
per cent of total intra-European payments (E.R.P. 
countries only). 
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stances, this tendency has meant that 
essential commodities failed to move to 
those countries in greatest need of them, 
and economic recovery was thereby de- 
layed. Merchandise trade itself is not 
strictly balanced, owing to the impor- 
tance of invisible payments, but total 
transactions have been held close to the 
margins required for bilateral compensa- 
tion, as indicated by the fact that few of 
the payments-agreement balances have 
been permitted to increase during recent 
months. 

The approach of a crisis in European 
trade was foreseeable as early as the sum- 
mer of 1947. For a time the system of 
transferable sterling accounts, backed by 
the dollar loan, alleviated the need for 
strict balancing either bilaterally or by 
each country with the group. But the 
British dollar credit ran dry while the 
delegates to the Committee of European 
Economic Cooperation were assembled 
in Paris to formulate a reply to Secretary 
Marshall. One of the hopes raised by the 
Marshall offer was that dollars might be 
made available generally for financing 
intra-European trade and might also be 
used as a lever for obtaining transferabil- 
ity of balances, not in sterling alone, but 
in many European currencies. The ur- 
gency of such an arrangement was most 
apparent to Belgium, which had a sizable 
export surplus outside the dollar area and 
stood to lose most from the end of ster- 
ling convertibility.’ Accordingly, it was 
Belgium (together with its partners in 
the new Benelux customs union) which 
made the original proposal. 


5 Belgium was the first European country ac- 
corded the privilege of transferring its current sterl- 
ing accruals into dollars, under an agreement 
signed in February, 1947; by accepting sterling from 
other European countries with which it had an 
export surplus and converting these receipts into 
dollars, Belgium was able for many months to 
finance a sizable deficit with the Western Hemi- 
sphere without drawing down its reserves. 
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THE BENELUX PROPOSAL 


The Benelux proposal for a clearing 
pool emphasized prompt settlement in 
dollars of net debit balances and the se- 
curing of American aid to make this pos- 
sible. As stated in the “Report of the 
Financial Committee,” which approved 
the Benelux proposal, “Transferability 
... must ultimately rest on the principle 
that the amounts owed to a country in 
excess of the margins provided for by 
payments agreements should be convert- 
ible into gold or United States dollars.” 
Certain European countries were in a 
creditor position toward other European 
countries as a whole, and it was “essen- 
tial to allow them to mobilize their cred- 
its in Europe in order to enable them to 


“discharge their debts outside Europe.” 


The “Report” continued: | 


Assuming that adequate American aid is 
received in respect of the deficit of the partici- 
pating countries taken as a whole, this system 
does not require any net addition to such Ameri- 
can aid. It does, however, require that American 
aid should be so arranged as to provide an 
adequate guarantee for the conversion of the 
amounts due in excess of the credits provided 
for in the payments agreements. A portion of 
the aid should be set aside for this purpose; and 
should be calculated, in the case of countries 
having net deficits toward other participating 
countries as a whole, on the basis of those 
deficits.¢ 


Net deficits were to be arrived at by a 
complete pooling of bilateral balances. 
It is evident that, for the purpose of per- 
mitting Belgium to earn dollars in Eu- 
rope, the proposal might have been con- 
fined to a recommendation that the par- 
ticipating countries should be permitted 
to use dollar aid for purchases from each 
other to the extent found necessary and 


_ *Committee of European Economic Coopera- 
tion, “Report of Financial Committee to the Paris 
Conference,” September, 1947 (Vol. II of U.S. 
State ——s edition of the C.E.E.C. reports, 
P. $32). 





desirable. Provision for multilateral clear- 
ing of balances might have been omitted 
or made independent of American aid. 
The Benelux proposal called for combin- 
ing the two as a means of economizing on 
the number of dollar transactions in- 
volved and in order to win American sup- 
port for the plan. However, the arrange- 
ment which developed during the suc- 
ceeding months, and which we shall pro- 
ceed to examine, left dollar payments in 
Europe and multilateral clearing inde- 
pendent of each other, with the result 
that really effective use was made of 
neither. 


THE FIRST AGREEMENT FOR MULTI- 
LATERAL MONETARY 
COMPENSATION 


The existing arrangement grew up as 
a -temporary expedient. The Benelux 
proposal recognized the need for proof of 
European readiness to co-operate in ad- 
vance of securing American aid and rec- 
ommended an interim system for offsets 
involving only a reduction of existing bi- 
lateral claims, without shifting any 
country’s claim from one to another cur- 
rency. For example, a claim in sterling 
might be used to offset a debt in drach- 
mas, but a new claim in drachmas would 
not have to be accepted in place of an 
existing claim in sterling. This scheme 
had limited possibilities but was thought 
to be the most to which agreement could 
be obtained without the lure of guaran- 
teed dollar settlement of uncleared 
balances. 

For the purpose of examining further 
the technical aspects of such an arrange- 
ment, experts from the C.E.E.C. coun- 
tries, together with observers from bi- 
zonal Germany, the United States, and 
the International Monetary Fund, met 
in London directly after the close of the 
Paris Conference in September, 1947. 








The meeting, which named itself the 
Committee on Payments Agreements, 
published a report indicating that many 
of the C.E.E.C. countries were not ready 
to commit themselves fully to any type 
of clearing organization until the United 
States had made known its position with 
regard to providing dollar support.’ Five 
governments, however—those of France, 
Italy, and the Benelux countries— 
agreed to proceed with efforts to estab- 
lish the proposed interim system, which 
led to their signing in Paris on November 
18 the First Agreement for Multilateral 
Monetary Compensation.* 

The agreement stipulated that the 
five signatory countries would accept 
automatic compensation of their pay- 
ments-agreements balances with each 
other whenever the effect would be sim- 
ply to reduce existing balances. For the 
time being, compensations involving the 
increase of a balance or creation of a new 
balance were to require the advance 
agreement of the countries concerned. 
Compensation operations were to take 
place each month, and settlements in 
gold or foreign currencies provided for 
by the payments agreements and falling 
due during the month were not to be 
demanded in advance of the monthly 
clearing. Any such obligations remaining 
after the clearing were to be settled im- 
mediately. The agreement was open to 


7 “Report of the Committee on Payments Agree- 
ments,” September 27, 1947 (Vol. II of U.S. State 
Department edition of the C.E.E.C. reports, pp. 
525-29). 


* The agreement was drafted at a second meeting 
of the Committee on Payments Agreements, held 
in Paris during October 15-25. A report of the meet- 
ing, published in Paris and London by the commit- 
tee, contains the draft agreement, a table showing 
the status of payments-agreements balances at the 
end of June and of August, 1947, and a number of 
theoretical examples of the manner in which 
compensations might be effected on the basis of the 
June figures. 
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adherence by other countries, either as 
permanent or as occasional members. 

Shortly after the agreement was 
signed, a clearing rehearsal was held at 
Basle (November 20-25) by the signa- 
tory countries, together with Denmark, 
Norway, Sweden, and the United King- 
dom, which countries agreed to partici- 
pate as occasional members. Data were 
available showing the status of balances 
at the end of September and October, 
and experimental calculations were made 
of the possible offsets. The Bank for 
International Settlements was designat- 
ed as agent for the operations, which 
were scheduled to begin in January, 
1948.9 

A final preparatory meeting was held 
in Brussels in December to consider in 
greater detail the technical possibilities 
for clearing under the agreement. The 
two most important problems concerned 
the extent to which balances would be 
compensated. Complete clearing of bal- 
ances could be accomplished simply by 
computing each country’s net position 
in the group, as contemplated in the 
original proposal calling for dollar settle- 
ment of net positions. Without guaranty 
of dollar settlement, however, there was 
little likelihood that countries could be 
persuaded to accept all European cur- 
rencies interchangeably, and the Novem- 
ber 18 agreement therefore called for 
automatic acceptance only of operations 
which reduced existing bilateral debits 
and credits (“first-category compensa- 
tions”), as distinguished from operations 
which would substitute for one credit an- 


* Although this function might appropriately 
have been assigned to the Internationa! Monetary 
Fund, there was probably an advantage in the great- 
er accessibility of the B.S. for the countries partici- 
pating in the clearing. The five countries which 
signed the agreement in November were members 
of both the B.I.S. and the I.M.F. The duties assigned 
to the B.I.S. involved no authority with respect to 


policy. 
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other in a different currency (“second- 
category compensations”). If the latter 
procedure also were compulsory and were 
carried out to the fullest extent, the re- 
sults would be identical with those ob- 
tained by computing each country’s net 
position in the group." The agreement 
was a compromise but left the way open 


© For illustration, assume the constellation of 
balances shown in the following diagram. The arrows 
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indicate the direction of net bilateral indebtedness, 
i.e., country A has a debit balance of 9 with country 
B. The total of balances in either direction is 29. 
The net positions of individual countries vis-a-vis 
the group are as follows: A, —12; B, —2; C, +14; 
and D, in balance. The sum of net positions in 
either direction is 14, and the difference between this 
figure and the sum of bilateral balances (29) is 15, 
which represents the maximum amount that can be 
multilaterally compensated. This would be immedi- 
ately accomplished if there were a complete pooling 
of bilateral credits and debits. But if the countries 
were unwilling to accept each other’s currencies 
interchangeably, then the most which could be 
cleared is 7. The technique for determining the latter 
figure involves reducing each side of successive, 
closed circuits by the common denominator of the 
circuit: in the diagram, ABCD would be cleared 
by 1 and BCD by 1, giving a total compensation of 
7. No further possibilities would exist unless C 
were to accept a greater claim on A in place of a 
part of its claim on B. As a procedural technique, 
making it possible to deal always with closed cir- 
cuits, this result would be obtained by increasing 
each side of the circuit ACD by 8 and then reducing 
ABCD by 8. We would then have added 24 to the 
sum of bilateral balances and have deducted a 
total of 39 (7 + 32), giving a net compensation of 
15. (Adoption of this technique becomes essential 
when the number of countries is greatly increased, 
making the circuits too complex to be solved at a 
glance.) The difference between the results ob- 
tained by applying only first-category offsets and by 
applying offsets of both first and second category 
tends to be greater as the number of countries is 
increased, although the difference depends also 
7 particular constellation of balances in- 
volved. 
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for an approach toward maximum clear- 
ing by providing for voluntary compen- 
sations of the second category. One of the 
problems which then arose was that of 
finding means to encourage the second 
type of offset so as to broaden the scope 
of the clearing. Actually very little prog- 
ress could be made in this direction, it 
being apparent that each case would 
involve individual bargaining. 

The other problem had to do with the 
choice of criteria for selecting the offsets 
to be made. In any given complex of 
balances there are likely to be many 
mutually exclusive possibilities for com- 
pensation. One has, therefore, to choose 
among them in accord with the objective 
sought. Originally this was conceived to 
be maximum compensation of balances 
for the system as a whole. It was later 
agreed that priority should be given to 
clearing certain categories of “critical” 
balances, i.e., balances which had reached 
or were near the credit ceilings. This de- 
cision further limited the amount to be 
compensated but tended to minimize 
gold and dollar settlement obligations.” 


™! Maximum compensation can be obtained only 
by clearing a particular combination of circuits in a 
particular succession or by particular amounts. 
This may be demonstrated by referring again to the 
diagram used in n. 10. If the circuits ACD and BCD 
were each cleared by 1, the total compensation would 
be 6, and all first-category possibilities would have 
been exhausted. By clearing ABCD and BCD each 
by 1, however, a total compensation of 7 is ob- 
tained. If the balance AC were “critical,” then the 
first combination would be imposed, and maximum 
compensation would not be achieved. 

The technical problems of circuit clearing are 
rather forbidding. Theoretically, maximum com- 
pensation of balances for the system as a whole 
could be obtained by (1) constructing a single 
diagram showing all bilateral balances in the system; 
(2) proceeding to clear first the longest circuit in 
the diagram, selecting—in case there are two or 
more circuits of equal length—that which has the 
largest common denominator; and (3) continuing in 
this fashion, always clearing the longest remaining 
circuit having the largest common denominator 
for circuits of that length. This rule can be applied 
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The initial clearing, based on balances 
at the end of December, 1947, was there- 
fore limited to the reduction of existing 
claims and debits, and not even this 
operation could be carried out fully, for 
each offset depended on the consent of 
each country involved.” 

As might be expected under these cir- 
cumstances, the results of the first clear- 
ing were, in the language of the official 
press release, ‘‘on a modest scale.” At the 
end of December, 1947, the eleven coun- 
tries participating in the initial clearing 
had bilateral debit balances with each 
other totaling $762.1 million."? Complete 
pooling of balances would have resulted 
in canceling $278.9 million (37 per cent) 


without difficulty to a system involving only a few 
countries. An attempt to apply the rule to a com- 
plicated system of balances usually breaks down, 
however, because the possible circuits are so numer- 
ous and so intricate that selection according to the 
rule becomes virtually impossible. In practice it has 
been necessary to resort toa painstaking method of 
experimentation and correction, involving the 
trial clearing of every possible circuit; this method 
permits the assigning of priorities to certain cate- 
gories of critical balances. If no priority is given to 
balances near the credit margin, it is possible to use 
a less laborious and more ingenious technique which 
has been developed for the B.I.S. by Dr. M. H. 
Ekker of the Netherlands. 


™ Although the agreement specified that the 
signatory countries should permit automatic first- 
category compensation of their balances with each 
other, these countries have stipulated that for at 
least the first six months this provision should not 
be extended to include operations involving occa- 
sional members, which have the right to reject 
proposed offsets. In effect this has meant that no 
compensations could be automatic, because no 
possibilities have existed for offsets except via 
circuits including occasional members. 





"3 Including the original five permanent members 
plus Denmark, Greece, Norway, Sweden, the United 
Kingdom, and the French zone of Germany, which 
had subsequently adhered to the agreement as 
occasional members. One additional permanent 
member (the Bizone of Germany) and two occasional 
members (Austria and Portugal) joined early in 
1948. This left only four E.R.P. countries outside 
the agreement: Iceland, Ireland, Switzerland, and 
Turkey. ’ 
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of this amount, the remainder represent- 
ing the sum of the noncompensable, net 
debit positions within the group. The 
clearing operated within rules, however, 
which would have permitted a maximum 
compensation of only $39.2 million. This 
figure represented the greatest reduction 
obtainable by applying only first-cate- 
gory offsets and by giving priority to 
critical balances. As the result of refusals 
from member countries, only $1.7 million 
was actually compensated." 

Although somewhat more significant 
results have been obtained in subsequent 
clearings by negotiating a number of sec- 
ond-category compensations, the meas- 
ure of success so far achieved has done 
little to prevent the contraction of Euro- 
pean trade. The causes of this failure can 
be found in the inherent shortcomings of 
the present clearing agreement. 


WEAKNESSES OF THE BASLE CLEARING 
ORGANIZATION 


Apart from the limited scope of the 
B.LS. clearing mechanism, the failure to 
achieve the results which could theoreti- 
cally be obtained within the given frame- 
work is striking. This arises from the un- 
willingness of members to accept auto- 
matic application of even first-category 
offsets, along with the relatively slight 
chance that compensation proposals will 
receive the required consent from each 
country concerned. Where firm transfer 
obligations have arisen or are imminent, 
one may generally expect the debtor 
country to favor an offset but the credi- 
tor country to refuse. Agreement is un- 
likely unless the creditor country can 
offset its claim against a debit balance 
of its own which also is critical. But then 


™ Committee of European Economic Coopera- 
tion, Report of the Secretary General on the Develop- 
ment of European Economic Cooperation (Paris, 
March 15, 1948); also Financial Times (London), 
March 17, 1948. 
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it is all too probable that the third coun- 
try, or perhaps a more remote member 
of a large circuit, will block the clearing. 
Refusals may also be prompted by the 
anticipation of seasonal or more funda- 
mental swings in the direction of trade 
balances, causing a creditor country to 
wish to hedge against future require- 
ments. In such event, a country may be 
unwilling to surrender a claim in, say, 
sterling, when there is no assurance that 
obligations arising later in sterling could, 
as the result of further limited clearing 
operations, be offset against claims in 
other currencies. This sort of considera- 
tion need not apply if the clearing were 
conducted as a complete pooling of bal- 
ances. 

A refusal from one of the key coun- 
tries has a chain effect which brings down 
the whole structure of possible circuits. 
An example is the manner in which Den- 
mark, France, and the United Kingdom 
fitted into the constellation of balances 
existing at the end of 1947."S France was 
generally indebted to all member-coun- 
tries, with the exception of a substantial 
claim against the United Kingdom and a 
lesser claim against Denmark. The Unit- 
ed Kingdom likewise was a debtor all 
around, excepting only its large credit 
with Denmark. Both the United King- 
dom and France, then, depended solely 
on Denmark for compensation of their 
debit balances, which in turn affected the 
clearing possibilities for practically every 
other member-country. But Denmark 
also had only a single credit balance: its 
claim against Sweden. By that thread 
hung many possible circuits. Any limita- 
tion imposed by either Sweden or Den- 
mark on the reduction of that balance 
seriously diminished the total compensa- 


5 See, €.g., a report appearing on January 20, 
1948, in the New York Times. The report appears, 
however, to contain a number of inaccuracies. 











tion possibilities for the system. As we 
have seen, either country might have had 
a variety of reasons for wishing to pre- 
serve the balance.” 


SOURCES OF RESISTANCE TO AUTO- 
MATIC CLEARING 


It is a long step from the present ar- 
rangement for limited circuit clearing to 
automatic transferability of balances. 
The simplest system of multilateral com- 
pensation, and the most effective, would 
involve computing each member-coun- 
try’s net position within the group and 
requiring settlement in gold or dollars of 
net positions after taking account of 
credit margins available to the debtor 
countries. An additional advantage 
would be gained (i.e., gold or dollar 
settlements would be minimized) if credit 
margins also were placed on a multi- 
lateral basis—e.g., by establishing a cen- 
tral pool or fund in which each country 
had a quota representing its credit obli- 
gations and its drawing rights, the quota 
being selected primarily in accord with 
the country’s ability to extend credit and 
being subject to periodic revision. This 
latter device, although advantageous, is 
not essential to a scheme for multilateral 
compensation, for it relates only to de- 
termining the settlement of net positions. 
The Benelux proposal for a clearing pool 
recommended simply that each net credi- 
tor country be allocated a proportionate 
share in the claim against each net debtor 
country and that the credit margin es- 
tablished in the payments agreement be- 
tween each debtor and each creditor 
should govern the amount of the gold or 
dollar transfer obligation. This was it- 
self, however, a concession to the general 
reluctance to abandon bilateral dealings. 

Why has this simple proposal, which 

*6 This case is cited only for illustration, without 
reference to the results of actual operations. 
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would have canceled gut nearly $280 mil- 
lion of bilateral debts at the end of 1947, 
encountered so much resistance? As has 
already been suggested, the explanation 
lies in the general dollar-shortage. A 
country capable of developing an export 
surplus generally in Europe is principally 
interested in obtaining gold or dollars by 
this means. So long as dollars can still be 
earned from a few, but only a few, coun- 
tries in Europe, the net exporter is like- 
ly to consider it advantageous to con- 
tinue dealing with those countries on a 
bilateral basis. In this way Belgium, for 
example, has succeeded in obtaining gold 
and dollars from France, the Nether- 
lands, and the United Kingdom.*? Com- 
plete pooling of European balances might 
result in Belgium’s having, in place of bi- 
lateral claims totaling 100 against the 
United Kingdom, France, and the Neth- 
erlands, a claim of, say, 80 distributed 
among all European debtor countries in- 
cluding those least able to pay in hard 
currency. Under these circumstances, 
pooling would appear acceptable to the 
potential creditor country only if there 
were assurance that all debtor countries 
would be equally capable of making 
prompt settlement. Likewise, if all were 
equally incapable—i.e., if there were no 
longer any opportunity for earning dol- 
lars in European trade—then the poten- 
tial net exporter country’s resistance to 
pooling should disappear. Indeed, under 
these_circumstances the desire to avoid 


*? According to a statement appearing in the 
Brussels financial press, Belgium’s gold or dollar 
receipts during 1947 from countries outside the 
dollar area totaled $385 million, including $274 mil- 
lion from the United Kingdom (mostly prior to the 
end of sterling convertibility in August) and $86 
million from France and the Netherlands. A large 
share of the dollars received from the United King- 
dom, however, was obtained in exchange for sterling 
earned elsewhere in the sterling area, principally 
the Middle East (Agence économique et financiére 
[Brussels, April 28, 1948]). 
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strict bilateral balancing would be para- 
mount. We shall consider the significance 
of this conclusion later. 

One also encounters scruples on the 
part of countries which tend to develop 
net import positions in Europe. The 
principal interest of such countries is in 
obtaining additional credits. They may 
well be correct in thinking their chances 
greater if they continue direct bilateral 
bargaining. Although credit margins 
could still be fixed bilaterally under the 
Benelux proposal for pooling balances, 
the clearing would result in unforeseeable 
transfers of debits, so that the net debtor 
country could not use the actual trade 
pattern as a lever for enlarging the bi- 
lateral credit margins which from time to 
time governed its settlement obligations. 
Denmark, for example, might prefer bar- 
gaining for additional credit from the 
United Kingdom, where its largest pur- 
chases are made, to bargaining with Bel- 
gium or Switzerland, from which it buys 
much less\But suppose that no addition- 
al European credits at all were obtain- 
able, so that Denmark had to balance its 
accounts in Europe; then the preserva- 
tion of bilateral relationships would carry 
no advantage with respect to bargaining, 
for bargaining would be fruitless. In such 
event, Denmark should find it advan- 
tageous to offset its claims against its 
debits. Equally, if sufficient dollar aid 
were available for settling a net debit 
position in Europe, then Denmark could 
surely agree to pooling its European 
balances. 

It may well be argued that the resist- 
ance to automatic clearing is shortsight- 
ed and that the evils of a strong tendency 
toward strict bilateralism far outweigh 
the advantages occasionally gained by 
some countries in the way of dollar re- 
ceipts or additional credit facilities. How- 
ever valid this argument may be, the 





EUROPEAN MULTILATERAL CLEARING 


resistance is no less real, and for many 
countries an automatic clearing system 
would appear to hold sufficient attrac- 
nol in two circumstances, namely, 
when‘no possibility exists for permitting 
the development of a 
European trade or, conversely, when ade- 
quate ar assistance is available for 
all countries having a net debtor position 
in European trade. The latter situation 
was contemplated in the original Benelux 
proposal for multilateral clearing. Let us 
now see what defects lay in that pro- 


posal. 


OBJECTIONS TO PROVIDING DOLLAR 
AID FOR CLEARING 


A number of objections may be raised 
‘to the Benelux clearing-cum-dollar-aid 
proposal. If dollar aid were made avail- 
able for settling net balances in a clearing 
pool, there would perhaps be a danger 
that European trade, instead of being 


made to flourish, would tend to degener- 
ate into a competition for dollars, with 
some countries seeking to maximize their 
net creditor positions by cutting imports 
and others lagging in their efforts to re- 
duce their European debit balances— 
which would in any case be financed with 
dollar aid—and instead shifting their ex- 
ports to the Western Hemisphere. Such 
a danger would seem clearly to exist if 
the amount of dollar aid made available 
for settlements depended solely on the 
unpredictable development of net posi- 
tions. Objections may also be found in 
the possibility that dollar aid might be 
used to finance balances built up on the 
basis of trade in nonessential commodi- 
ties. 

Fairly early in the monthly discussions 
held by the Committee on Payments 
Agreements it was made clear that the 
United States probably could not make 
dollars available expressly for the pur- 
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pose of settling net clearing positions but 
that it was sympathetic to the adoption 
of a multilateral clearing system and that 
means would be sought for giving some 
support to intra-European trade. What 
form this support might take was indi- 
cated by the Department of State when 
it presented the aid program to the 
Senate Foreign Relations Committee. 
The principal document used in this con- 
nection stated: 

While it is not proposed that the United 
States make dollars available for the specific 
purpose of settling net debit balances accruing 
in a multilateral clearing union, the administer- 
ing agency should have the authority to finance 
procurement for one participating country from 
another participating country. In using such 
authority to help balance European clearing 
accounts and to contribute to the efforts of the 
European countries to promote intra-European 
trade, the Administrator would have greater 
control over any United States contribution to 
European multilateral clearing than would be 
the case if dollars were made available directly 
to settle these accounts." . . . 

The use of ECA funds in this manner would 
not intrease the cost to the United States 
since the dollars made available to one of the 
participating countries would be available for 
meeting that country’s deficit with the Western 
Hemisphere. 

At a later stage it may be possible for the 
ECA to integrate the off-shore purchase with a 
multilateral clearing mechanism for Europe.*® 


THE PRESENT IMPASSE 


The situation at this stage (July, 1948) 
may be summed up as follows: (1) the 
European trade crisis has become steadi- 
ly more acute during the past several 
months; (2) the “interim” system of 
clearing being operated at Basle, owing 
to its inherent limitations, has failed to 
clear trade channels; (3) the United 
States government has declared that it 

%8“Qutline of European Recovery Program,” 


December 19, 1947 (Washington, D.C.: US. 
Government Printing Office, 1948), p. 50. 


9 Ibid., p. 110. 
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would welcome establishment of an ef- 
fective multilateral clearing mechanism 
for Europe; but (4) no announcement 
has been made of any proposal to the 
E.R.P. countries which would “inte- 
grate” offshore purchases with such a 
mechanism. 

At the meeting of finance ministers 
which followed signing of the Five-Power 
Treaty of March 17, 1948, in Brussels, 
the problem of intra-European payments 
was the principal subject of discussion. 
According to press reports, a plan was 
considered for using the local currency 
proceeds of E.C.A. dollar grants as a 
means of financing part of Europe’s 
intertrade.”? Under such a scheme there 
might be made available to the Nether- 
lands, for example, part of the Belgian 
franc proceeds from dollar grants to 
Belgium. In return, the Netherlands 
would add correspondingly to the special 
fund of Netherlands guilders controlled 
by the Administrator. In short, this was 
essentially a scheme for enlarging intra- 
European credits. As such, the proposal 
would appear to suffer from three weak- 
nesses: (1) credits would in no way be 
related to the capacity to lend of the 
creditor country; (2) the European cur- 
rencies most in demand are generally 
those of countries which are scheduled to 
receive the least dollar aid in the form of 
grants, and therefore the plan could 
make only an insignificant contribution 
toward the needs of the debtor coun- 
tries; and (3) there would be no adequate 
quid pro quo for the creditor country, 
which by lending more in Europe would 
not be entitled to additional dollar as- 
sistance. It was proposed to remedy this 
last deficiency by providing for partici- 
pation by the International Monetary 
Fund, which would be called upon to 


2° See, e.g., Financial Times (London), May s5, 
1948. 








make available a limited amount of 
dollars for payments to the surplus coun- 
tries.* As the scope of the whole plan 
remained tied, however, to the size of 
E.C.A. grants to the European creditor 
countries, it seemed scarcely fitted to the 
dimensions of the problem. 

Various proposals have been made for 
utilizing the International Monetary 
Fund to finance European intertrade.” 
On April 20, 1948, the Fund published a 
statement that E.R.P. members “should 
request the purchase of U.S. dollars from 
the Fund only in exceptional or unfore- 
seen cases.” Previously, the Fund had in 
practice been regarded almost exclusive- 
ly as a source of dollars; in only one in- 
stance—a drawing of sterling by the 
Netherlands—had a member of the Fund 
been willing to use a part of its quota for 
any currency but dollars. Following the 
announcement of April 20 access of 
E.R.P. countries to the Fund’s dollar 
holdings was limited to exceptional cases, 
and the possibility of drawing other cur- 
rencies took on practical significance. It 
is suggested that this arrangement might 
involve not simply a greater use of Euro- 
pean reciprocal credits, already author- 
ized by each country’s act of joining the 
Fund, but also a possibility for adding to 
Europe’s current dollar supply via the 
route of intra-European trade. To take 
an example, as of April 30, 1948, the 
Fund held the equivalent of $202 million 
in Belgian francs.*? Unused drawing 
“rights” of the seven other E.R.P. coun- 
tries entitled to draw on the Fund 
amounted on that date to $1,673 mil- 


1 Ibid., May 8, 1948. 

* See Journal of Commerce (New York), May 28, 
1948. 

43 International Monetary Fund, International 
Financial Statistics (Washington, D.C., April, 1948), 
and Press Release No. 48, May 6, 1948. 
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lion.*4 To the extent that the Fund’s 
holdings of Belgian francs were dimin- 
ished by drawings of other members, the 
Fund might see fit, as an “exceptional 
case,” to permit Belgium to draw 
dollars.”s 

It would be difficult; however, to rec- 
oncile such a plan with the policy an- 
nounced by the Fund on April 20. The 
reason for cutting off E.R.P. countries 
from the Fund’s dollar resources was 
stated to be that 
the Fund and members participating in ERP 
should have as their objective to maintain the 
resources of the Fund at a safe and reasonable 
level during the ERP period in order that at the 
end of the period such members will have un- 
encumbered access to the resources of the Fund. 
This objective conforms with the intention of 
Article XIV, Section 1, that during the transi- 
tional period members should not impair the 
capacity of the Fund to serve its members or 
impair their ability to secure help from the 
Fund after the transitional period.* 


This reasoning would preclude the draw- 
ing of other currencies as well as of 
dollars, for either action would impair 
the members’ ability later on to secure 
help from the Fund. In view of the 
Fund’s failure to specify any currency 
but dollars, one may suppose that E.R.P. 
countries will continue to be permitted to 
draw other currencies, at least in limited 
amounts.?? As indicated in note 4, net 
debit positions developed within the 
E.R.P. group during 1947 amounted to 

* Including Luxembourg ($10 million) but 


excluding France ($480 million), Greece, and Italy, 
for which there were no agreed par values (ibid.). 


*s Economist (London), May 29, 1948, p. 895. 
**1.M.F., Press Release No. 45, April 20, 1948. 


77 On June 10, 1948, the Fund announced the sale 
of 300 million Belgian francs to the Netherlands, 
and Mr. Camille Gutt stated in a press conference 
the same day that Belgium would be eligible in turn 
to request a corresponding amount in dollars from 
the Fund (I.M.F. Press Release No. 49, June 10, 
1948; Journal of Commerce [New York], June 11, 
1948). . 
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some $600 million. Even if the Fund’s 
resources were applied in the most eco- 
nomical way (i.e., to settle net positions 
after clearing), the drawing rights of 
many of the E.R.P. countries—if they 
were allowed to be exercised—would be 
exhausted at this rate before the end of 
the European Recovery Program. The 
policy announced on April 20 suggests 
that the Fund’s contribution to financing 
the E.R.P. countries’ intertrade will be 
slight during this period.” 

The problem is thus still unsolved. 
Temporary expedients may be found 
from time to time, e.g., the proposal 
made in May, 1948, for Belgium to lend 
sterling to France, a transaction in the 
nature of a negotiated second-category 
compensation; but these will not by 
themselves serve to prevent a continued 
shrinkage of European intertrade. 


A POSSIBLE SOLUTION? 


As we have seen, there are two facets 
to the problem of intra-European trade: 
the need for permitting a much higher 
degree of bilateral imbalance and the 
need for finding a means of financing net 
positions within the group. Although 
parts of a single problem, these two as- 
pects may be treated separately. Efforts 
to establish a multilateral system have 
so far been defeated by the attempts of 
creditor countries to force settlement of 
net positions out of dollar reserves and of 
debtor countries to avoid settlement by 
obtaining additional credit. A situation 
has now been reached, however, in which 
there remain only very limited possibili- 
ties, apart from the use of dollar aid, for 
financing noncompensable-payments po- 
sitions. Under these circumstances the 


+8 A plan for using the Fund would in any case 
be handicapped by the omission of Austria, Eire, 
Portugal, Sweden, Switzerland, and Western Ger- 
many, which are not members. 
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E.R.P. countries should find it clearly 
advantageous to make the most of their 
difficulties by agreeing to a fully auto- 
matic system of transferable accounts. 
In making dollar aid available for ex- 
penditure in Europe, the aim should be 
to encourage the development of multi- 
lateral compensation of balances. This 
means that dollar aid should not be pro- 
vided simply to meet a bilateral pay- 
ments problem. France, for example, 
ought not to receive dollars for making 
purchases in Belgium without first hav- 
ing given proof that balances in other 
E.R.P. currencies were not available for 
this purpose. Without this condition, the 
amount of dollar allocations required to 
finance a given volume of trade would be 
greatly increased, and the E.R.P. coun- 
tries would be encouraged to rely exclu- 
sively on dollar aid as a means of escape 
from rigid bilateral balancing. 

It would therefore appear desirable for 
the United States to announce that 
E.R.P. aid would be made available for 
offshore purchases in Europe only on 
condition that the countries wishing to 
participate in such arrangements (either 
as buyers or as sellers) agreed to under- 
take complete offsetting of their bilateral 
balances with each other. Transactions 
under the system of payments agree- 
ments and the clearing of balances aris- 
ing from such transactions might then 
be kept entirely separate from the dollar- 
aid program. The E.R.P. countries could 
be required in the first instance to seek a 
pattern of mutual trade and payments 
which lay within their own means; that 
is, except in so far as long-term European 
credits could be arranged or overseas 
earnings employed, each country would 
have to remain approximately in balance 
with the clearing pool. Dollar aid could 


~~ then be applied on top of this structure 
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for approved purchases which could not 
otherwise be financed. 

Net positions existing prior to estab- 
lishment of the new clearing mechanism 
would not be settled immediately. A por- 
tion of the net debit positions might be 
consolidated, with shares being taken up 
by each net creditor, possibly on the 
basis of credits already provided for by 
payments agreements between the two 
groups of countries. Debit balances re- 
maining after consolidation could be 
placed in special accounts which might 
be drawn down for current payments by 
any country having net unconsolidated 
claims. 

Only current accruals to the pay- 
ments-agreement accounts would then 
be involved in the periodic offsets. The 
requirement that each country must seek 
to remain in over-all balance, while at the 
same time permitting bilateral imbalance 
as far as possible, would make it neces- 
sary to have new, reciprocal “cushion” 
credits. The amounts needed for this 
purpose would depend on such factors 
as the time required to make import re- 
strictions effective. These credits should 
also be designed to take account of sea- 
sonal influences. Each country would 
have to keep day-to-day watch on its ac- 
counts; development of an untenable net 
position within the pool would be the 
signal for direct measures intended to 
bring about a quick adjustment. To the 
extent that such measures imperiled 
trade in essential commodities, the im- 
porting country could apply to the 
E.C.A. for additional dollar aid. The dol- 
lars made available in this fashion would 
be deducted from the direct dollar aid 
allocated to the European exporting 
country. 

In this scheme, a central agency would 
perform merely the function of general 
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supervision, insuring that no country 
was permitted to end an accounting peri- 
od (this might best be three months, in 
order to allow time for adjustment meas- 
ures to take effect) with more than a 
limited noncompensable position. 

As an additional safeguard, it would 
be necessary to stipulate that all current 
transactions, including trade in all types 
of commodities, should be eligible for 
inclusion under the payments agree- 
ments, so that no country could make 
the export of certain commodities condi- 
tional upon payment in dollars. 

The arrangement which has been de- 
scribed would represent a marked im- 
provement over strict bilateral balancing 
and would permit a greater flexibility of 
trade programing. Because it would be 
designed, however, to eliminate all risk 
of developing noncompensable balances 
for which no credit provisions existed and 
no other means of settlement were avail- 
able, the need for trade controls would 
not be diminished. If the E.R.P. coun- 
tries could be persuaded to assume a 
limited risk of this nature, some relaxa- 
tion of controls might be possible. The 
procedure in this case would be to dis- 
pense with the requirement that each 
country remain approximately in bal- 
ance with the group and to use dollar aid 
up to a given amount for liquidating at 
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least a portion of the net positions which 
developed. This might be accomplished 
by authorizing dollar payments to the 
net creditor countries for purchase of 
specific, useful commodities by the net 
debtor countries (either as reimbursement 
for previous transactions or as alloca- 
tions for the subsequent period). To the 
extent that total net positions exceeded 
the amount of dollar aid available for 
this purpose, the creditor countries would 
be left with illiquid claims. If the figure 
for offshore dollar payments were set at 
an appropriate level, however, this risk 
need not be great. No country would re- 
ceive a guaranty that the whole of any 
net position which it developed would be 
liquidated with dollar aid, but all would 
know the total amount available for this 
purpose and could take it into account. 
Introduction of this element of risk for 
the potential net creditors would carry 
with it the advantage of greater freedom 
in administering trade controls. 

Adoption of either of these arrange- 
ments would accomplish what the frag- 
mentary approach attempted at Basle 
could not, namely, an effective multi- 
lateral-payments system which could be 
carried over into the period when Europe 
will have to bring order into its accounts 
without external assistance. 


Wasuincton, D.C. 





THE ROLE OF DISSAVING IN ECONOMIC ANALYSIS 


GEORGE GARVY' 


E need for breaking down into 
their components some of the main 
aggregates used in current econom- 
ic analysis has been recognized by many 
writers. Frequently, the behavior of the 
whole can best be explained by analyzing 
changes in its components and shifts in 
the relative importance of the various 
components. Unfortunately, much of the 
recent economic analysis has been built 
up on aggregates and fails to pay sufh- 
cient attention to the underlying changes 
in the component elements. 

Investigations into the relationship 
between personal savings and disposable 
income are no exception in this respect. 
Almost all recent studies and, in particu- 
lar, the various econometric explorations 
deal with net personal saving and not 
with its two determinants, gross saving 
and dissaving.? 

“Net personal saving”’ is both an eco- 
nomic reality and a statistical abstrac- 
tion. The difference between disposable 
personal income and current-consump- 
tion expenditures represents the part of 
the national product which consumers 
make available for investment in ex- 
change for various types of equity and 
debt claims. The numerical difference 
between the aggregate gross saving of 

* The author is a member of the Research De- 
partment of the Federal Reserve Bank of New 
York. The views expressed in this article, however, 
are not necessarily those of the Federal Reserve 
System. 

2 Oscar L. Altman, however, stressed at the very 
beginning of the discussion of the volume of saving 
in the well-known T.N.E.C. Monograph No. 37, 
Saving, Investment, and National Income (Wash- 
ington, D.C., 1941), the need to study dissaving as 
well as gross saving. 


families who spend less than they earn 
currently and the aggregate dissaving of 
families who spend in excess of their in- 
comes is merely a statistical abstraction. 
It is a residual of two functions with 
different sets of variables and param- 
eters. 

Current economic analysis of net sav- 
ing usually proceeds in terms of variables 
that are relevant mainly as determinants 
of gross saving. Although it can be 
claimed that some of the recent econo- 
metric models take into account dissav- 
ings at least implicitly by introducing 
variables such as past incomes or ratio of 
current to past income, little explicit at- 
tention has been paid to the place of dis- 
saving in economic change. 

The more primitive (or should one 
say, “pure”?) type of Keynesian analysis 
relates the volume of savings (and of con- 
sumer expenditures) uniquely to the level 
of current disposable income. Its more re- 
fined variants introduce additional inde- 
pendent variables such as population, 
price level, past incomes, or the catch-all 
variable, “‘time.”” However, there is no 
logical reason for relating the motiva- 
tions of two distinct groups of consumers 
—positive and negative savers—to the 
same set of causal factors. While current 
income is presumably the principal factor 
determining the size (or rate) of gross sav- 
ings,’ it is unlikely to have the same 

3 Several degrees of the “grossness” of saving 
are conceivable. For the purpose of this discussion 
the concept involving summation of net savings of 
all positive savers is used. Similarly, dissaving is 
defined as the aggregate excess of expenditure over 


income by all families who spend in excess of their 
current earnings. 
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relevance for the rate of dissaving. More 
likely, the amounts which families spend 
in excess of their current incomes are re- 
lated primarily to the levels of income 
which they enjoyed (and the standards 
of living that they maintained) during 
some earlier period.‘ Since the amounts 
dissaved in any given year are likely to 
depend mainly on the size and direction 
of income changes (and also on income 
expectations) rather than on current in- 
come levels, the usual approach to the 
analysis of the determinants of personal 
saving appears to be in need of refine- 
ment. 

Several writers, including Alvin H. 
Hansen, have stressed the dependence of 
consumer spending and saving on the 
business cycle and have concluded that 
the position (if not necessarily the shape) 
of the consumption function was related 
to cyclical changes in consumer income. 
They have drawn our attention to a num- 
ber of factors that may be relevant in ex- 
plaining the cyclical deviations of the 
amounts saved (or spent on current con- 
sumption) from the curve of average re- 


4 James Duesenberry has dealt with the impact of 
dissaving on the consumption function in a paper 
presented at the Atlantic City meeting of the Econo- 
metric Society in January, 1947, of which a short 
summary appeared in Econometrica, XV (April, 
1947), 162-63. See, also, Professor Duesenberry’s 
“Income-Consumption Relations and Their Impli- 
cations” in Income, Employment and Public Policy: 
Essays in Honor of Alvin H. Hansen (New York, 
1948), pp. 54-81, published after this paper was 
— and which embodies the paper quoted 
above. 

Franco Modigliani (“Fluctuations in the Savings 
Ratio,” to be published in Studies in Income and 
Wealth [National Bureau of Economic Research]; 
for a summary of Professor Modigliani’s findings 
see Social Research, XIV (December, 1947], 413-20) 
arrived independently at conclusions similar to 
those of Professor Duesenberry. However, the equa- 
tions proposed by Duesenberry and Modigliani 
relate the volume of net savings to current income 
and the highest income previously attained; the 
volume of dissavings does not enter explicitly into 
either equation. 
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lationship between savings (consump- 
tion) and income, and they usually claim 
that the introduction of a cyclical factor 
improves the correlation between time 
series on disposable income and consum- 
er expenditures.’ However, the question, 
“Precisely how are changes in business 
conditions translated into cyclical fluctu- 
ations of the savings ratio?” still remains 
to be answered. 

Mordecai Ezekiel® was among the first 
to stress the need for a dynamic ap- 
proach by pointing out that “the amount 
of saving is influenced not only by the 
size of the national income, but also by 
the direction of its change,” and adding: 
“Rising income is apparently accompa- 
nied by less consumption and more sav- 
ing than would be expected after a static 
balance is attained at the higher income; 
falling income by more consumption and 
less saving than in the static situation.” 

It is suggested in the present article 
that a decline in the ratio of personal sav- 
ings to disposable income during the cy- 
clical downswing is probably largely ac- 
counted for by a sharp increase of dis- 
saving by certain groups of consumers. 
Since available time series of personal 
saving are on a net basis, it is not pos- 
sible to determine to what extent the 
decline of net saving during cyclical 
downswings is due to an increase in dis- 
saving and to what extent to a decline in 
gross saving. Obviously, the same 
amount of net saving may result from a 
variety of combinations of different 
amounts of gross saving and dissaving. 
On the basis of the fragmentary evidence 
that is available the author is inclined to 

5 See, e.g., L. H. Bean, “Relation of Disposable 
Income and the Business Cycle to Expenditures,” 
Review of Economic Statistics, XXVIII (November, 
1946), 199-207. 

6 “Statistical Investigations of Savings, Con- 
sumption, and Investment,” American Economic 
Review, XXXII (March, 1942), 33 and 41. 
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surmise that dissaving is the dynamic 
variable determining the cyclical fluctua- 
tions of net savings of individuals.’ 


THE PATTERNS OF DISSAVING 


Lack of statistical and other factual 
information sets serious limitations to 
any investigation into the aggregate 
amount and cyclical behavior of dissav- 
ing. Time series on personal gross saving 
and dissaving are not available. Budget 
studies and similar data, however, con- 
tain valuable material on the number of 
dissaving families at certain periods and 
permit estimates for a number of years 
of the total amounts dissaved, but the 
static nature of budget data sets several 
limitations on their usefulness. 

Changes in income are probably the 
most important single factor in explain- 
ing the amounts dissaved in any given 
year. Most budget studies, however, pro- 
vide us with a pattern of savings and ex- 
penditures of all families* that happened 
to be in the specified income class during 
the survey period. Some budget studies, 
while giving more detailed breakdowns 
according to the socioeconomic character- 
istics of the reporting families (size, oc- 
cupation, tenancy), do not indicate their 
economic conditions in previous years. 
In only a few relatively recent studies?® 
were information on changes of income 
obtained and tabulations made accord- 

7While this article deals with dissaving by 
individuals, it is recognized that a similar problem 
exists with respect to corporate net saving. 

* The survey units used in the various budget 
studies are not identical. In some cases the definition 
of “a family” is stretched to include single indi- 
viduals; in other cases “spending units” are con- 
sidered. We use the term “families” throughout, 
irrespective of the specific definitions used in the 
individual surveys quoted. 

* Such as W. W. Cochrane and M. D. Grigg, The 
Changing Composition of Family Budgets for Selected 
Groups of Corn Belt Farmers, 1940-42 (Washington, 
D.C.: U.S. Department of Agriculture, 1946; proc- 
essed). 
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ing to the direction and extent of such 
short-run income changes. 

Detailed tabulations in the B.L.S. 
Study of Consumer Purchases—for sev- 
eral groups of cities of various sizes and 
for villages in several geographic regions, 
and, within regions, by family type and 
size and (for urban samples) by occupa- 
tional group’*’—show consistently that 
(1) while the proportion of dissavers de- 
clines as income rises, relatively large 
groups of dissavers are found in all in- 
come strata, (2) the average amounts 
dissaved are considerable in relation to 
current income, and (3) in each income 
bracket (with the exception of the high- 
est) the average amounts dissaved con- 
siderably exceed the average amounts 
saved. 


0 The relevant data were published as Table 1A 
in Vol. II of each of the B.L.S. Bulls. 642-47 and 
649 (Washington, D.C., 1938-41). Corresponding 
data for five small-city and six village analysis units 
were collected and published by the Department 
of Agriculture in Family Income and Expenditures, 
Five Regions, Part 2: Family Expenditures (Mis- 
cellaneous Pub. No. 396 [1940]), Table 39. Similar 
data were provided in the B.L.S. study of Money 
Disbursements of Wage Earners and Clerical Work- 
ers, 1934-36, in particular, in the summary volume 
(B.L.S. Bull. 638 [1941]), chap. x. Because this 
study was confined to selected economic groups and 
excluded families without relatively stable employ- 
ment and those who had been on relief at any time 
during the survey period, only limited use is made 
here of this otherwise very revealing material. 

On the basis of the Study of Consumer Purchases 
in several groups of large- and middle-sized cities 
in various parts of the country R. S. Tucker esti- 
mated that in 1935-36 the proportion of families 
(excluding those who were on relief, even during 
only part of the year) that either dissaved or, at 
best, held their own ranged in the country as 4 
whole from 67 per cent for the lowest income class 
(below $500 annual income) to 8.8 per cent for the 
highest ($10,000 and over); about one out of three 
families in the median income range dissaved. If 
relief families had been included, the percentage of 
dissavers would undoubtedly have been consider- 
ably higher (see his “Estimates of Savings of Ameri- 
can Families,” Review of Economic Statistics, XXIV 
[February, 1942], 19). Tucker also revised the 
N.R.C. estimate of aggregate net savings for all 
the families from 4.8 to 3.1 billion dollars. 
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The same conclusions can be drawn 
from similar data (tabulated in a more 
comprehensive form) covering the year 
1941, for families (of two or more per- 
sons) in three types of communities— 
urban, rural nonfarm, and rural farm." 
Among urban families the largest propor- 
tion of dissavers (44 per cent) was found 
not in the two lowest but in the $1,000- 
$1,500 money income bracket. In the 
lowest income group (under $500 money 
income) only 33 per cent reported spend- 
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one-fifth) even for the higher incomes 
($3,000-$5,000). 

Among rural nonfarm families the pro- 
portion spending beyond current income 
was even larger in the two lowest brack- 
ets but smaller for incomes of $1,000 and 
more. The large majority of farm families 
with an annual money income of less than 
$500 dissaved (in many cases by borrow- 
ing); not fewer than 41 per cent of all 
families in the $500-$749 bracket dis- 
saved. As income increased, the percent- 


TABLE 1* 


SAVING AND DISSAVING OF URBAN FAMILIES 
OF TWO OR MORE PERSONS, 1941 








AVERAGE 





Money INcoME 


Surplus 


| PERCENTAGE WITH— 


Deficit Surplus Deficit 





41 
47 
54 
64 
63 
72 
79 
81 
87 





33 $ 40 $478 
39 66 223 
44 108 
36 185 
37 313 
28 33° 
21 526 
19 1,376 
12 4,784 











* Family Spending and Saving in Wartime (B.L.S. Bull. 822 [1945]), Table ro, p. 102. 
The difference between the sum of surplus and deficit families and 100 represents families 


that broke even. 


ing in excess of income, but a relatively 
large (26 per cent) additional group 
neither saved nor dissaved; presumably 
this group included a large proportion 
of families which had exhausted their 
backlog of savings and had no access to 
credit. The proportion of dissaving fam- 
ilies remains relatively large (about 

"Family Spending and Saving in Wartime 
(B.L.S. Bull. 822 [1945]), Part III, Tables 4 and 19; 
and U.S. Department of Agriculture, Rural Family 
Spending and Saving in Wartime (Miscellaneous 
Pub. No. 520 [1943]), Table 49. Similar data are 
also available for single individuals in urban com- 
munities and families and single individuals com- 
bined for the two other types of communities. 
Corresponding data are also available for the first 
three months of 1942. 


age of dissaving families decreased more 
rapidly than in the two categories of non- 
farm families. This probably reflects 
mainly the fact that nonmoney income of 
farm families was larger than that of non- 
farm—in particular, urban—families and 
that therefore total income, including in- 
come in kind, of farm families was higher 
than that of nonfarm families in identical 
net money income brackets. In the 
$2,000-$2,999 bracket 11 per cent of all 
farm families still had deficits, and in the 
highest bracket surveyed ($3,000- 
$4,999) as much as 4 per cent still were 
dissavers. 

A similar picture was shown in the two 
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postwar Surveys of Consumer Finances 
made for the Federal Reserve Board. In 
1946, a year of high-level peacetime pro- 
duction and rising incomes, 27 per cent 
of all spending units were negative sav- 
ers, while 8 per cent belonged to the 
group that just balanced its accounts.” 
Nearly one family out of three in each in- 


TABLE 2* 


DISSAVING SPENDING UNITS BY INCOME 
BRACKETS, 1946 AND 1947 








PERCENTAGE OF 
DISSAVERS 
Income Group 





1946 





Under $1,000... ee - 32 
$1 ,000-$1,999...... iP 31 
2,000- 2,900.... - 33 
DE BO. . oases 21 
4,000- 4,999... aa © 
§,000- 7,400...........| 15 
7,500 and abov II 








All spending groups... .. 27 








* Federal Reserve Bulletin, August, 1947, p. 957, and Au- 
gust, 1948, p. 916 


come group below $3,000 dissaved, some 
of them very considerable amounts in 


In 1945 the percentage of dissavers in the 
various brackets was lower. About one out of five 
spending units with incomes below $3,000 dissaved, 
and even in the highest income bracket ($5,000 and 
over) 4 per cent dissaved. For the country as a 
whole, 17 per cent of all spending units were esti- 
mated to have dissaved, while 13 per cent saved 
nothing (U.S. Department of Agriculture, Bureau 
of Agricultural Economics, National Survey of 
Liquid Asset Holdings, Spending, and Saving, 
particularly Parts I and II [June and July, 1946]; 
and Federal Reserve Bulletin, June, July, and August, 
1946). The form for estimating saving in 1945 was, 
however, less complete than in subsequent years, 
and it was later stated that “‘it is also possible 
that the schedule used for 1945 made for an under- 
estimate of the number of dissavers and the amounts 
dissaved as compared to the number of positive 
savers and the amounts of positive saving” (Federal 
Reserve Bulletin, August, 1947, p. 953). It is also 
possible that in this last war year the proportion of 
dissavers was low because of the scarcity of new 
houses and durable goods and because of the public 
pressure for higher savings. 
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proportion to their incomes; even in the 
highest income bracket 11 per cent of all 
units dissaved.** 

A year later the proportion of dissavers 
(and of zero savers) in the total popula- 
tion was similar, but fewer of the units 
in the lower income brackets were spend- 
ing in excess of current income, while a 
larger proportion of the spending units 
receiving $3,000 and over showed defi- 
cits. This may be interpreted to mean 
that a larger proportion of families who 
were better off dissaved in order to ac- 
quire homes and various durable goods 
(notably cars) that had become increas- 
ingly available, whereas those at the low- 
er end of the income scale (in particular, 
veterans) had partly exhausted their 
savings. To a certain extent, the shift in 
the ratios of dissavers reflects changes in 
the price and wage levels that have taken 
place between the two years. 

Contrary to a widely held view, fam- 
ilies that dissave are not typically those 
on the lower end of the income scale; nor 
is the largest proportion of the aggregate 
amounts dissaved accounted for by such 
units. In 1946 the 10 per cent of all spend- 
ing units which included the lowest in- 
come units accounted for 13 per cent of 
all dissaving, but the second highest 
tenth accounted for almost the same pro- 
portion of the aggregate amount dis- 
saved (12 per cent). The tenth which had 
the highest incomes accounted for 44 per 
cent of all positive savings but, also, for 
not less than 6 per cent of all dissaving." 

The aggregate amount of dissavings 
has been apparently very large even in 


3 Federal Reserve Bulletin, June, July, and Au- 
gust, 1947. It will be noted that in all years for 
which data are quoted in this article (1935-36, 
1941-42, 1945-47) Civilian disposable income was 
rising. In such times the numbers of dissavers and 
the amounts dissaved are likely to be smaller than 
in periods of generally declining incomes. 


"4 Federal Reserve Bulletin, August, 1947, p- 961- 
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good years. From the data cited above, 
the amounts which negative savers spent 
in 1941 in excess of their incomes may 
be estimated at about one-third of total 
gross savings of individuals. For 1946 a 
similar ratio was found by the Survey of 
Consumer Finances.** At the depth of the 
depression (1932-34), indeed, when total 
savings of individuals were negative, ag- 
gregate dissaving exceeded gross saving 
by a wide margin.” 


BEHAVIOR OF DISSAVERS 


The existence of large groups of dis- 
savers even in years of high and vir- 
tually full employment clearly indicates 
that, while large groups of the popula- 
tion become dissavers during a cyclical 
downswing, other groups dissave either 
continuously or intermittently during all 
phases of the business cycle. The follow- 
ing main groups of negative savers be- 
long in the latter category: 

1. Families whose income usually 
fluctuates from year to year (farmers, 
professional people) for reasons other 
than changes in general business activ- 
ity and who normally adjust their ex- 
penditures to their (expected) average 
level of income over a number of years. 

2. Families who have experienced a 
loss of income which they consider to be 
temporary and who strive to maintain 
their previous standard of living by re- 
ducing their assets and/or by borrowing. 

3. Families whose income is main- 
tained but who are forced to dissave be- 
cause of some emergency or extraordi- 
hary expense. 

"Ss Ibid., p. 954. 

*€ All studies quoted in this article disregarded de- 
preciation of owner-occupied homes. If this item were 
included as an offset to saving (in conformity with 
the present treatment of this item in the national 
income estimates of the Department of Commerce), 
the number of dissavers and the amounts dissaved 


would have been larger in all, and in particular in 
the middle and higher income brackets. 
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4. Families who borrow or draw upon 
past savings in order to acquire durable 
goods.*? 

5. Families who dissave normally (re- 
tired people, widows, etc.). 

We know next to nothing about the 
actual size of these groups of dissavers at 
any given time or about the extent to 
which their dissavings fluctuate with the 
business cycle. The motives that deter- 
mine the rate of dissaving of each group 
are not identical, and each group does 
not necessarily respond in the same way 
to changes in business conditions and 
outlook. 

In depression years large groups of un- 
employed, marginal farmers, and others 
join the ranks of dissavers. In such times 
the proportion of those who draw upon 
past savings (or borrow) in order to meet 
a bare subsistence minimum, rather than 
to maintain customary living standards, 
increases. To what extent, in a given 
year, gross saving is offset by dissaving 
will depend on the intensity of the vari- 
ous pressures to dissave and on the re- 
spective importance of the various groups 
of dissavers in the total population.” 

?7 Such units become dissavers in the year when 
the purchase is made and usually become positive 
savers during the subsequent years when the loan 
is repaid or liquid savings are replenished. Purchase 
of consumers’ durable goods appears as dissaving 
(rather than simply a change in the form in which 
assets are held) merely because of the current con- 
ventional statistical treatment of such expenditures. 
If purchase of consumer goods were treated as in- 
vestment, like the purchase of homes, the balance 
due to the financing agency would be offset by the 
value of the undepreciated portion of the durable 
goods acquired, since the down payment usually 
corresponds to the amount of selling charges plus 
the initial depreciation (see Tucker, op. cit., p. 17). 

Instalment credit—and consumer credit in gen- 


eral—fluctuates cyclically and thus partly offsets 
the anticyclical effect of the other types of dissaving. 


See William Vickrey, “Resource Distribution 
Patterns and the Classification of Families,” Studies 
in Income and Wealth, X (New York: National 
Bureau of Economic Research, 1947), 266-97. Pro- 
fessor Vickrey suggests using total expenditure (as 
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Since only relatively small groups of 
the population can dissave continuously 
for any length of time, presumably most 
families with current deficits had enjoyed 
higher incomes in former years. As a rule, 
such families are in a position to draw 
upon accumulated savings or have easier 
access to credit. Data from several budg- 
et surveys previously referred to indi- 
cate that “negative saving” of dissaving 
families is large in relation to their cur- 
rent income levels, particularly on the 
lower end of the income scale. For in- 
stance, data from the survey of Family 
Spending and Saving in Wartime show 
that the average amount dissaved by 
urban deficit families in the lowest 
bracket ($478) was considerably larger 
than the average money income (includ- 
ing relief payments) for all families in 
this bracket ($323); clearly, a very large 
proportion of such families consisted of 
nouveaux pauvres with a backlog of sav- 
ings and ability to borrow in distress. 
Even in the next bracket ($500-$1,000) 
expenditures of deficit families exceeded 
their income and other money receipts 
by about 30 per cent. Up through the 
$2,500-$3,000 bracket, average deficits 


a substitute for income averaged over several 
years), rather than current income as a measure of 
economic levels, and concludes: “The distortions 
produced by using annual income as a basis for 
classification are moderately important when the 
distribution of income is considered, and extremely 
serious when savings and expenditure patterns are 
considered and an attempt is made to derive a 
propensity to consume function. The savings of the 
lower income groups are greatly understated and 
their consumption overstated by including persons 
who maintain a fairly high level of consumption 
by drawing on savings; conversely, the savings of 
those at the top of the scale are exaggerated and 
their consumption understated. Consequently, the 
usual figures on the concentration of savings greatly 
overstate the savings of persons at the upper eco- 
nomic levels, and marginal propensity to consume 
figures are generally too low” (pp. 273-74). 


19 See Table 1. 
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of dissaving families were considerably in 
excess of the sums which the average 
savers in the corresponding brackets 
were able to accumulate from current 
income. 

The relatively large size of the 
amounts dissaved by low-income fam- 
ilies suggests that this group includes a 
large proportion of families who a rela- 
tively short time ago enjoyed a consid- 
erably higher standard of living. Fam- 
ilies who have experienced a recent drop 
in incomes are found on all levels of the 
income pyramid. Their proportion is par- 
ticularly large in the lowest income 
group, which includes many families 
whose head had been out of work for part 
of the year; some of these families moved 
down from the bracket immediately 
above, but others belonged previously to 
considerably higher income classes. As 
we progress along the income scale to- 
ward the higher brackets, the income 
range from which the nouveaux pawores 
have come decreases gradually. Thus, in 
the lowest income bracket (say, below 
$1,000), we will find some families dis- 
saving relatively large amounts in order 
to maintain their normal standard of 
living at a level corresponding to the 
$2,000-$3,000 bracket, others at a level 
typical of the $3,000-$4,000 (or even 
higher) income group. In the $3,000- 
$4,000 income group, however, families 
with reduced incomes are recruited only 
from income brackets of $4,000 and over. 
Thus, in the upper income classes the in- 
come range from which the newly poor 
originate becomes gradually smaller. 
Since marginal increases in consumption 
expenditures decrease along the income 
curve, not only does the proportion of 
dissaving families in the higher brackets 
become smaller, but the marginal 
amount of dissaving necessary to bridge 
the gap between present income and pre- 
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vious consumption expenditure levels 
will also diminish. 

The large numbers of deficit families at 
all income levels suggests that the pro- 
portion of families with recently reduced 
incomes must be far from negligible, even 
in relatively good years. However, there 
is little established knowledge on the 
year-to-year changes in income distribu- 
tion, particularly on the number and 
economic characteristics of families which 
in each year shift to a different income 
bracket for reasons other than cyclical 
income changes. Such fragmentary evi- 
dence as is available shows that, even in 
two successive years of a relatively stable 
level of income payments, a considerable 
proportion of consumer units experiences 
a loss of income whereas other groups 
make large gains.”° Over longer periods of 
time, and in particular when violent 
changes in aggregate income occur, the 
proportion of families changing their rela- 
tive position in the income scale is con- 
siderable.” 

The presence in the population of rela- 
tively large groups of families who have 
suffered a loss of income accounts prob- 
ably for the bulk of dissaving, since the 
spending patterns of these families re- 
main for a considerable time geared es- 
sentially to their past income levels. It is 
frequently claimed by students of con- 


* See, e.g., Frank A. Hanna, “The Accounting 
Period and the Distribution of Income,” in Analysis 
of Wisconsin Income (Studies in Income and Wealth, 
Vol IX [New York: National Bureau of Economic 
Research, 1948]), in particular, chap. iv. 


**Horst Mendershausen, who analyzed large 
samples of families in 33 large- and medium-sized 
cities, found that, in individual cities, from 10 to 
15 per cent of all families earning more than the 
median income in 1929 had less than a median 
income in 1933. Conversely, 10 to 15 per cent of the 
less favored families in 1929 found themselves in 
1933 earning more than a median income (Changes 
in Income Distribution during the Great Depression 
[New York: National Bureau of Economic Re- 
search, 1946], p. 87). 
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sumer behavior that, when income 
changes, expenditures of consumers tend 
to adapt themselves to the patterns typi- 
cal for the higher (or lower) income 
bracket into which the family moves. 
While writers on the subject generally 
concede that a time lag is involved, they 
usually claim or imply that after a period 
of adjustment the spending and saving 
patterns of a family that has moved into 
a bracket become identical with those of 
families originally in that bracket.” 

While this is probably generally true 
for families whose incomes move upward 
—especially when the increase is expect- 
ed to be permanent (because of greater 
skill acquired or because another mem- 
ber of the family becomes employed)— 
this is not necessarily true for families 
who have experienced a loss of income, 
particularly if the loss is expected to be 
temporary. Data for a national sample of 
urban families for the first quarter of 
1942 (when the income structure was 
not yet much altered by wartime influ- 
ences) show that, at all income levels 
(with one exception), consumer units 
(families and single individuals) whose 
incomes exceeded their 1941 average in- 
come by more than 5 per cent failed to 
increase their expenditures for family liv- 
ing to levels typical for units whose in- 
come had remained virtually unchanged 
(but at the higher level) and consequent- 
ly saved a little more. Families (and sin- 
gle consumers) that had experienced a 
drop of income of more than 5 per cent, 
however, spent from 10 to 30 per cent 
more than consumer units with relatively 
stable incomes in the given income brack- 
et. As a result, their savings were sharply 

™ For a critical view of such assumptions see the 
stimulating “Statement of the Problem” in H. Gregg 
Lewis and Paul H. Douglas, Studies in Consumer 
Expenditures (1901, 1918-19, 1922-24), Journal of 
Business of the University of Chicago, XX (October, 
1947), Part 2, 1-5. 
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below those of families with unchanged 
incomes who entered the identical in- 
come bracket at earlier periods. As shown 
in Table 3, only in the highest income 
class was the amount saved by families 
with reduced incomes larger than that 
dissaved by families who supplemented 
their reduced (but relatively large) in- 
comes by drawing on past savings or by 
borrowing. On the average, all families 
in this bracket saved only $143, only one- 
eighth of the average amount saved by 
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come were slow to step up their expendi- 
tures correspondingly. Table 4 shows 
that 62 per cent of the families whose in- 
come declined by 25 per cent or more re- 
duced their savings, while only 43 per 
cent of the families whose income in- 
creased more than 25 per cent stepped up 
their savings. 

It is interesting to note that 18 per 
cent of the families whose income in- 
creased by 5-24 per cent (probably in- 
cluding many servicemen returning to 


TABLE 3* 


AVERAGE YEARLY SAVINGS OF CITY CONSUMER UNITS 
ACCORDING TO CHANGES IN INCOMET 








SAVINGS OF CONSUMERS WHOSE 
INCOMES IN 1942— 





Money Income Ciass In 1942t 


Decreased 
s Per Cent 
or More 


| 
Changed 
Less than 
5 Per Cent 


Increased 
5 Per Cent 
or More 








$—337 
— 181 
— 81 


| $- 35 
| 126 
242 
1,228 





° 
143 





* Adapted from S 
723 [Octobe 

t Annual rate for 1942 based on first quarter. Income 
short as a quarter may, however, be affected by seasonal factors (particularly for farm 
families) and are not necessarily a reliable measure of the longer-run changes. 

t Includes families of two or more persons and single consumers. 


r, 1942)), Table 6, p. 11. 


other families with incomes of $3,000 or 
over whose income was substantially the 
same as in the preceding year. In all low- 
er income brackets consumer units which 
had experienced a more than negligible 
decline of income dissaved or, at best, 
broke even. 

A similar tendency prevailed in the 
first postwar year. Families with reduced 
incomes tended to decrease their rate of 
saving in order to maintain the standard 
of living to which they had become ac- 
customed before the reduction of income 
occurred, whereas families that experi- 
enced a more than nominal increase in in- 


ing and Saving of the Nation’s Families in Wartime (B.L.S. Bull. 


covering periods as 


civilian life) saved Jess than before and 
that more than one out of ten families 
whose incomes increased by 25 per cent 
or more saved less than before. This 
would suggest that some families whose 
incomes rise commit themselves to large 
expenditures (purchases of a home, a car, 
or of large appliances) financed by dig- 
ging into past savings or by borrowing. 
Such families might have felt previously 
that their incomes and the general busi- 
ness outlook did not justify such large 
commitments. An increase in their in- 
come has induced them to make the ex- 
penditures from which they refrained 
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previously because they were reluctant 
to reduce the backlog of saving or to in- 
cur debt. 

While giving no indication about the 
number of positive savers that have be- 
come dissavers, the data in Table 4, 
which reflect the particular conditions 
prevailing during the reconversion peri- 
od, nevertheless clearly support the view 
that savings rather than consumption 
expenditures initially absorb changes 
that occur in the size of consumer in- 
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tionship between the average amounts 
dissaved and current income levels. 
While the amounts saved by positive 
savers increase continuously with in- 
come (curves relating average gross sav- 
ings to money income derived from budg- 
et studies have a nearly smooth J-shape), 
no simple relationship between current 
income and the amounts dissaved can be 
established. In 1941, for instance, the 
average amount dissaved by families 
with the lowest incomes was almost as 


TABLE 4* 


RELATION BETWEEN INCOME CHANGES AND SAVINGS 
NONFARM SPENDING UNITS 


(January, 1946, as Compared with January, 1945) 








| 


CaancE in Incomet 





CHANGE IN 
SAVINGS Increase 
of 5-24 


Per Cent 


Increase of 
25 Per Cent 
or More 


Changed 
Less than 
5 Per Cent 


Decrease of 
25 Per Cent 
or More 


Decrease 
of 5-24 
Per Cent 





43 
| 8 
Decrease..........| II 
Not ascertained... .| 8 


| 
Increase uctslail 


Q 
67 
13 
II 


9 
42 
38 
II 


3 
25 
62 
10 





100 


I 





100 100 100 














* Federal Reserve Bulletin, July, 1946, p. 720. 





t Figures in each column are perc of all 
the column. 
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comes. Income receivers are in most 
cases both unwilling and unable (because 
of the relative rigidity of some types of 
expenditures, such as housing) immedi- 
ately to adjust their standard of living to 
the lower income level. The bulk of fam- 
ilies with falling incomes become dis- 
savers. The amount dissaved in each case 
is likely to be related primarily not to the 
income bracket into which the family 
currently falls but to the average level of 
its income in previous years. Relatively 
large groups who spend in excess of their 
current income may be found in each in- 
come bracket, but it would be futile to 
try to establish a close and unique rela- 


ding units having the change in income specified for 


large as for dissaving families in the 
$2,500-$3,000 bracket and was larger 
than in any higher bracket up to $10,000 
annual money income.” 


33 The 1934-36 study of Money Disbursements of 
Wage Earners and Clerical Workers found that for 
income between $600 and $3,000 the average amount 
dissaved by deficit families increased with income 
(Table 1, p. 170). When dissaving was related to 
“unit expenditure’—thus taking into account differ- 
ences in family composition—rather than to family 
income levels, “groups with the highest level of 
current spending were those having the largest 
average deficits” (dissaving in excess of saving). 
“This serves to emphasize the fact that the con- 
sumption level of a given family in a given year is 
determined not only by its current income, but also 
by its past savings and its ability to borrow” 
(ibid., p. 175). 
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The economic forces which determine 
the amounts dissaved in each given peri- 
od are likely to be more complex than 
the variables entering into the (gross) 
savings equation. Expenditures of fam- 
ilies who spend in excess of their current 
earnings are also likely to depend to a 
considerable extent on the size (and 
form) of their assets holdings, on the ex- 
tent of their firm commitments (such as 
mortgage, insurance-premium, and in- 
stalment-loan payments), on the accessi- 
bility and cost of credit, on their stocks 
of durable and semidurable goods, and 
on the size of their capital gains (or 
losses). While no adequate statistical 
data for estimating the cyclical fluctu- 
tions in the aggregate amounts dissaved 
are available, it is likely that these fluc- 
tuations are wide and that the amounts 
involved are large in comparison to gross 
saving.”4 

In periods of broad changes in the 
general price level, like the one which we 
are now traversing, savings and dissav- 
ings of all groups of consumers with fixed 

24 Cyclical fluctuations of dissavings necessarily 
result in variations in the average amount saved 
by families in a given income bracket. Even if it 
were true that the amount (or proportion) saved 
by families who have been enjoying an income of a 
certain size over a longer period of time is rather 
stable, the aggregate amounts saved by all families 
who during a given period happen to belong to a 
certain income bracket may vary considerably de- 
pending on a larger or smaller proportion of nouveaux 
pauvres. This may be shown by the following nu- 
merical example: Suppose that in a given income 
bracket the nouveaux pauvres dissave 12 per cent 
of their income while those who have belonged to 
this bracket for a number of years save ro per cent 
and those who have risen recently to it save slightly 
more—12 per cent. If the first and the last group 
each account for only ro per cent of the total num- 


ber of families in the bracket, the average rate of 
saving would be 8 per cent 





(ue 10 X 80 — 12 X10 
100 y 


If the proportion of the nouveaux pauvres increases 
to 30 per cent, while the middle group shrinks to 
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incomes or whose incomes lag consider- 
ably behind changes in the cost of living 
are likely to be affected more generally 
than in a time of stable prices.*5 Since, 
usually, increases in income lag behind 
rising prices, more people dissave in order 
to maintain their plane of living. The ex- 
pectation of still higher prices (and high- 
er incomes making repayments easier) in- 
duces more people to purchase durable 
goods on an instalment plan. The in- 
crease in the rate of dissaving caused by 
the creeping inflation is likely to be an 
important factor in explaining the pres- 
ent low rate of net savings at unprece- 
dented levels of disposable income. 
Taking a broader view of the impact of 
the dissaving group in determining the 
net savings ratio, one might consider the 
long-run effect of the increasing propor- 
tion of elderly people in the total popu- 
lation; of the growth of social and pri- 
vate insurance; of the increased propor- 
tion of white-collar workers (on the whole 
more likely to be covered by private re- 
tirement and pension plans than either 
industrial workers or farmers) in the total 
number employed; and of the declining 
proportion of the population living on 
farms (where elderly people can more 


60 per cent, the average rate of saving for this 
bracket would drop to 3.6 per cent 





(suet eX 12 39) 
100 , 


The average rate of saving for the given bracket 
would thus drop by more than a half solely because 
of the changed composition of the families according 
to their past incomes. 


*s Some economists hold that it is sufficient to 
take the changing price level into account by de- 
flating both income and savings by the cost of living 
or some other price index. The implication of such 
a procedure is that the saving ratio is related to real 
not to money income (see, i.e., W. S. Woytinsky, 
“Relationship between Consumers’ Expenditures, 
Savings and Disposable Income,” Review of Eco- 
nomic Statistics, XXVIII (February, 1946], 1-12). 
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easily provide for their needs for shelter 
and food than in cities). 

Most elderly people who are no longer 
in the labor force either draw upon their 
savings or are supported by their chil- 
dren or relatives whose ability to save is 
thereby reduced.?’? As our population is 
gradually aging, the volume of dissaving 
by retired people will increase. The 
growth of private and government insur- 
ance, particularly during the last two 
decades,”* has resulted in large accumu- 
lations of savings of which only a rela- 
tively small proportion is currently dis- 
bursed to the various groups of potential 
beneficiaries. Savings of contributors to 
such funds currently exceed pension pay- 
ments by a wide margin. In the not too 
distant future, however, the gap between 
receipts from and payments to benefi- 
ciaries of such funds is likely to decrease 
considerably. Thus, the proportion of 
families who dissave normally (and not 


only in emergencies) will become in- 
creasingly larger. 


**On the influence on the savings ratio of the 
declining proportion of farmers in the total popula- 
tion see Bean, op. cit., p. 200. 


See W. S. Woytinsky, “Income Cycle in the 
Life of Families and Individuals,” Social Security 
Bulletin, VI (June, 1943), 8-17. 


** The same is true for private pension and retire- 
ment plans. In a recent survey the Bureau of In- 
ternal Revenue found that, out of over 9,000 pension 
(including deferred profit sharing) plans adopted by 
American industry through August 31, 1946, and 
covering more than three and a half million em- 
ployees, only 659 were established prior to 1940. 
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A re-examination of the stagnationist 
argument of declining population growth 
may thus lead to the conclusion that ces- 
sation of large-scale immigration and the 
decline in the natural excess of births 
over deaths point not only to decreased 
investment opportunities but also to a 
reduced flow of net (investable) saving.”* 

It is likely that, in the long run, ag- 
gregate dissaving increases in relation to 
gross saving. The higher the standard of 
living of the entire population and the 
larger the accumulated personal assets 
and the more widely these assets are dis- 
tributed, the greater is likely to be the 
willingness and ability of consumers to 
resist by dissaving any decline in their 
living standard. In other words, even if 
in the long run the savings ratio of the 
positive savers should increase with ris- 
ing average per capita income, the 
amounts dissaved—particularly if busi- 
ness prospects are generally favorable— 
are also likely to increase. The larger the 
aggregate amounts dissaved by consum- 
ers, the more will met individual saving be 
determined (via dissaving) by past in- 
come levels and by the direction, rate, 
and duration of income changes rather 
than by the amount and distribution of 
current income. 


New Yorxk City 


2*Compare the section “Declining Population 
Growth and Dissaving” in George Terborgh, The 
Bogey of Economic Maturity (Chicago: Machinery 
and Allied Products Institute, 1945), pp. 60-62. 
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EFORE the war there was consider- 
B able discussion among economists 
and statisticians concerning the 
importance of inflexible prices. To a great 
extent this discussion revolved around 
the studies made by Gardner Means.’ In 
those studies, the degree of inflexibility 
was usually measured in terms of the 
number of monthly price changes record- 
ed within a given period or in terms of 
the degree of decline reported in prices. 
Although Means emphasized primarily 
the period 1926-37, other students of this 
problem examined the record over a 
longer period. 

Many of the students of this problem 
attributed the inflexibility to concentra- 
tion of control,‘ or “monopoly power,’’s 
or “fewness of sellers.’ However, as the 
writer pointed out at that time, the fac- 
tors contributing to inflexibility go be- 
yond those associated with the phrases 
monopoly power, concentration of con- 
trol, or related terms. The characteristics 

* The writer wishes to express his appreciation 
to Harvey Wexler who assisted in the preparation 
of the various tables. 


2G. C. Means, “Industrial Prices and Their Rela- 
tive Inflexibility,” Senate Document No. 13 (1935). 


3 Rufus S. Tucker, “The Essential Historical 
Facts about ‘Sensitive’ and ‘Administered’ Prices,” 
Annalist, February 4, 1938, p. 195; Don D. Hum- 
phrey, “The Nature and Meaning of Rigid Prices, 
1890-1933,” Journal of Political Economy, October 
1937, pp. 651-61; E. S. Mason, “Price Inflexi- 
bility,” Review of Economic Statistics, May, 1938, 
p. 62. (This study covered the period back to 1890.) 

4 Means, op. cit. 

5 J. T. Dunlop, “Price Flexibility and the Degree 
of Monopoly,” Quarterly Journal of Economics, 
August, 1939, pp. 522-33. 

®R. C. Wood, “‘Tucker’s Reasons for Price Rigid- 
ity,” American Economic Review, December, 1938, 
pp. 667-68. 


of the product, law or administrative de- 
crees, marketing techniques, contractual 
arrangements, and the structure of the 
market also were found to contribute sig- 
nificantly to price inflexibility.’ 

During the war and postwar periods, 
marked changes occurred in many prices. 
In order to determine the fundamental 
nature of inflexibility and the persistence 
of this phenomenon in the face of all 
types of economic impacts, a survey has 
been made of the changes in wholesale 
prices reported by the United States Bu- 
reau of Labor Statistics from 1929 
through 1947. To determine whether or 
not a price has been flexible or inflexible, 
the period has been broken down into 
four half-cycles as follows: (1) the decline 
from 1929 to 1932; (2) the rise from 1932 
to 1937; (3) the decline from 1937 to Au- 
gust, 1939; (4) the rise from August, 
1939, to August, 1945 (V-J Day). 

The last period was selected in order to 
show the over-all effects of wartime price 
control. To determine whether or not a 
price was flexible, the advance or decline 
in that price was compared with the 
changes in the general price level. A price 
was considered to be inflexible if it ad- 
vanced less or declined less than the gen- 
eral price level. The point of demarca- 
tion between flexible and inflexible prices 
was arbitrarily selected as approximately 
10 per cent less than the average change 
in prices. Thus, for example, in the period 
from 1929 to 1932, the wholesale price 
index declined by 32 per cent. Any de- 
crease of 28 per cent or less was consid- 


7Jules Backman, “The Causes of Price In- 
flexibility,” Quarterly Journal of Economics, May, 
1949, pp. 474-89. 
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ered to be evidence of inflexibility. It 

should be noted that very few of the cases 

were close to this ro per cent demarcation 
int. 

Wholesale price data are subject to 
changes in quality, terms of sale, changes 
in grade, size or style of the product 
quoted, and so on. These factors tend to 
reduce the comparability of price over 
time. Wherever marked changes took 
place in the specifications of the products 
for which prices were reported, that item 
was not included in this study. During 
the war period, many such changes took 
place; in many other instances the Bu- 
reau discontinued reporting prices. Thus, 
for the entire period from 1939 to Au- 
gust, 1945, adequate data were available 
for only 384 prices.® 

Actually, prices were obtained for 483 
commodities of the 884 reported by the 
Bureau of Labor Statistics. But in many 
instances several quotations were avail- 
able for different grades of one commod- 
ity. For example, there were usable prices 
for 13 grades of butter. These were com- 
bined and only one price was used. This 
procedure was necessary to avoid giving 
any one product a disproportionate 
weight in the total. The 99 prices elimi- 
nated on this basis were mainly in farm 
products (28), foods (29), hides and 
leather (12), and textiles (15). 

These data were then classified in 
terms of the number of periods in which 
each price was flexible or inflexible in or- 
der to determine the consistency of the 
behavior. In addition, they have been 
classified in terms of durability and in 
terms of the degree of standardization. 
Since commodities have widely varying 

*In an earlier study covering the period 1929-39, 
the writer was able to secure comparable data for 
607 commodities (Jules Backman, “Price Flexibility 
and Inflexibility,” Contemporary Law Pamphlets, 


Ser. 4, No. 3 [New York University School of Law, 
1940)). 


importance in our economy, Table 1 also 
shows the relative weight given to each 
commodity by the Bureau in compil- 
ing the index. To facilitate comparisons 
with a classification previously prepared 
by the writer for the period 1929-39, the 
1938 weights (which were used in that 
earlier study) were applied here.* It is 
recognized, of course, that the relative 
importance of many of these items 
changed considerably during the war 
years. However, that change will not af- 
fect the conclusions based upon the num- 
ber of commodities, although it would af- 
fect conclusions based upon the weighted 
importance of each group. 

Table 1 summarizes the price behavior 
of the 384 commodities analyzed for the 
period from 1929 to 1945. Three classifi- 
cations of products are shown in the ta- 
ble. A product has been classified as in- 
flexible if its price changed less than the 
general price level in a half-cycle (as pre- 
viously specified) in three or four of the 
four periods. It has been defined as flex- 
ible if it has changed as much as or more 
than the average in three or four of the 
four periods. A small group of items could 
not be classified because their prices 
proved to be flexible in two of the periods 
and inflexible in two of the other periods. 

The table reveals a fairly substantial 
degree of consistency in the pattern of 
behavior of most of these prices. For ex- 
ample, 130 prices, or 33.7 per cent of the 
number surveyed (26.6 per cent in terms 
of weighted importance), were inflexible 
in each of the four half-price cycles from 
1929 to 1945; 78 products, or 20.3 per 
cent of the number surveyed (36.9 per 
cent in terms of weighted importance), 
were flexible in each of the periods. Thus, 


*Data for 1938 were obtained from the US. 
Bureau of Labor Statistics, Estimated Value in 
Exchange and Relative Importance of Commodities 
Included in Weighted Index of Wholesale Commodity 
Prices for the Year 1938, July, 1939. 
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slightly more than half of these products 
showed a consistent price behavior in 
terms of flexibility or inflexibility during 
the sixteen-year period analyzed (in 
terms of weighted importance these com- 
modities accounted for 63.5 per cent of 
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An additional 123 prices showed a con- 
sistent pattern for three of the four peri- 
ods covered. Almost half of this number 
(56) were inflexible in three of the four 
periods, while the balance (67) were flex- 
ible in three of the four periods. If the 


TABLE 1 


DISTRIBUTION OF B.L.S. WHOLESALE CQMMODITY PRICES IN TERMS OF 
THEIR RELATIVE INFLEXIBILITY, BY PERIODS, 1929-45 








NUMBER OF 
ComMopITIES 


WEIGHTED ImpoRTANCE 
In BILLIons 





Number 


Percentage 


Amount 


Percentage 





Inflexible: 
130 
12 
II 
12 
a1 


33- $ 7,816. 26. 
3. 705. 2. 
2. 197. 
3- 534. I. 
5: 1,335: 4. 
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48. $10, 589. 36. 





78 
27 

6 
22 
12 


1929-32; 1937-45..... 
1929-37; 1939-45. .... 


$10,710 
«387 


4 
87.7 
6.5 
1,045.2 
1,320.6 
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$15,170.4 
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1929-32; 1939-45... ... 
1932-373 1937-39 
1932-373 1939-45 
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477- 
726. 
217. 
I ,032.¢ 
409. 





Reel eae 
Grand total 








53 
384 


$ 3,221.8 
28 ,981.9 
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the total). These findings may be com- 
pared with the results of an earlier study 
of 607 commodities covering the period 
1929-39 in which it was found that 64 
per cent of the commodities (weighted 
importance, 69 per cent), were consist- 
ently flexible or inflexible.’® 


%©J. Backman, “Price Flexibility and Inflexi- 
bility,” Contemporary Law Pamphlets, Ser. 4, No. 3 
(New York University School of Law, 1940), p. 15. 


three-period and four-period items for 
each group are combined, it is found that 
approximately half of the commodities 
surveyed showed inflexible price behavior 
in three or four of the four half-cycles 
analyzed (their weighted importance was 
36.1 per cent of the total) while 145 prod- 
ucts, or 37.9 per cent of the total (weight- 
ed importance 52.3 per cent), were flex- 
ible in three or four of these periods. 
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It is interesting to note that only 53 of 
the 384 commodities failed to show some 
consistent pattern during the four half- 
cycles analyzed. For these items, price 
was flexible as defined in two periods and 
inflexible in two others. These products 
accounted for only 13.8 per cent of the 
total number (10.9 per cent in terms. of 
weighted importance). 


WARTIME AND POSTWAR PATTERNS IN 
LINE WITH PRE-WAR 


The consistency of price behavior may 
be demonstrated in another way. An 
analysis of the movement of prices dur- 
ing the entire war period (August, 1939— 
August, 1945) shows that, for the most 
part, price flexibility or inflexibility fol- 
lowed the pre-war pattern. 


Of 142 products for which prices were in- 
flexible in each of the 3 pre-war half-cycles, 130 
were inflexible during the war years. 

Of 65 products for which prices were in- 
flexible in 2 of the 3 pre-war half-cycles, 44 
were inflexible during the war years. 

Of 105 products for which prices were flex- 
ible in each of the pre-war half-cycles, 78 were 
flexible during the war years. 

Of 72 products for which prices were flex- 
ible in 2 of the 3 pre-war half-cycles, 40 were 
flexible during the war years. 

Of 384 products, only g2 (or less than one- 
fourth) failed to conform to the classification set 
up on the basis of the 3 pre-war half-cycles; 
this was fewer than one-fourth of the total 
number included in the survey. 


Soon after V-J Day, the price level be- 
gan to rise slowly. After June 30, 1946, 
this rise gained momentum with the 
rapid decontrol of prices." By the end of 
1946, the Bureau of Labor Statistics 


" Prices of dairy products, petroleum products, 
grains, and tobacco were decontrolled by Congress 
when the Emergency Price Control Act was ex- 
tended in July, 1946. Meat products were finally 
freed from control on October 14, and the remaining 
foods (except sugar, rice, and syrup) were decon- 
trolled on October 23. Finally, early in November, 
price control was terminated for nonfood products. 
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wholesale price index was 33.3 per cent 
above the level of August, 1945; by 
March, 1947, the advance had been ex- 
tended to 41.5 per cent. For the purpose 
of this study, the price rise was exam- 
ined for the period from March, 1945, to 
March, 1947. March was used instead of 


TABLE 2 


DISTRIBUTION OF INFLEXIBLE AND FLEXIBLE 
PRICES BY MAJOR INDUSTRIAL CLASSIFICA- 





CHANGE BETWEEN Marca, 
1945 AND MARCH, 1947 





Flexible Inflexible 





103 


3 
1929-37; 1939-45 8 
1929-32; 1937-45 14 


136 








1929-37; 1939-45 
1929-32; 1937-45-..... 








1932-37} 1939-45. ------ 
1937-45 7 





16 27 
148 203 











August, 1945, as a starting date to elimi- 
nate the possibility of distortions due to 
the seasonal factors which affect the price 
movements for many products. The clas- 
sification for this period, which indicates 
what happened to prices after decontrol, 
was then checked against the 4-period 
classification previously developed. Ta- 
ble 2 shows these relationships. 
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It should be noted that Table 2 covers 
only 351 items rather than 384 as shown 
in Table 1 and the other tabulations. The 
discrepancy was accounted for by the 
inability to obtain comparable data for 
33 items. To a large extent, price behav- 
ior during the period following decontrol 
conformed to previous experience. Of 174 
items classified as inflexible, only 38 
failed to conform to past behavior. These 
exceptions were divided on the basis of 
industrial classification as shown in Ta- 
ble 3. 

For the 134 products classified as flex- 
ible for the period 1929-45, a total of 


TABLE 3 
INDUSTRIAL CLASSIFICATION, MARCH, 1945— 


Flexible | Inflexible 








Foods. .... aah 

Hides and leather. .. 

Textiles. . . 

Fuel and lighting. a 
Metals and metal products... . 
Building materials ig 
Chemicals and allied products 
Housefurnishings . me 
Miscellaneous 





Total... 


| 38 | 136 


40 were inflexible in the two-year period 
following March, 1945. Half of these in- 
flexible items were in the farm-products 
(15) and food groups (5). 

Actually, during the period following 
decontrol, the products which past ex- 
perience has shown to be predominantly 
flexible (e.g., farm products, foods, and 
textiles) rose as much as or more than 
the general wholesale price level. On the 
other hand, the products which have 
been classified as inflexible (e.g., metal 
and metal products, chemicals and allied 
products, and building materials) in gen- 
eral rose less than the average price level 
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with some of the more important excep- 
tions found among building materials.” 

These findings are of particular inter- 
est in light of the demands for price 
reductions by President Truman and top 
administration officials in the spring of 
1947. They emphasized the need to cut 
industrial prices, which were the prices 
which had advanced relatively the least. 

The foregoing survey clearly demon- 
strates that, despite the many abnormal- 
ities which developed during the war and 
postwar periods, the fundamental forces 
which determine differences in price be- 
havior appear to have been fully opera- 
tive. That wartime price behavior was so 
consistent with pre-war patterns is truly 
amazing in light of the enormous infla- 
tionary pressures, the fact that prices 
were brought under control at different 
times, the varied standards used to de- 
termine the basis for price-fixing (e.g., 
freeze dates, relationship to pre-war earn- 
ings, fixing margins, etc.), and the terms 
of the Emergency Price Control Act un- 
der which restrictions were placed upon 
the price administrator as to the level at 
which he could fix farm prices, which are 
among the most flexible prices. 

Why has this relative consistency of 
price behavior persisted in the face of 
the major and at times catastrophic 
shocks suffered by the economic system 
since 1929? As was noted previously, in 
the pre-war period considerable emphasis 
was placed upon monopoly as the major 
cause of inflexibility. This has never 
seemed a complete explanation to the 

A similar conclusion was reached for the period 
June to December, 1946, in a study by Louis J. 
Paradiso and Lois H. Rodriguez, “The Current 
Structure of Prices,” Survey of Current Business 
(U.S. Department of Commerce, March, 1947), 
pp. 5-6. Using 1926 as a base, it was found that in 
June, 1946, the index for inflexible prices was 108.7 
and for flexible prices 128.4. By December, 1949, 


these indexes had risen to 121.5 and 168.9, respec- 
tively. 
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writer. Price behavior seems more closely 
related to the characteristics of products 
than to the number of producers who control 
a major part of the output. This is not to 
say that price inflexibility may not be in- 
duced under such conditions of control. 
As is well known, it frequently is. But 
fewness of sellers is more likely to be ac- 
companied by price inflexibility when the 
economic environment is “right.’”’ The 
more fundamental explanation of price 
behavior, therefore, is provided by such 
factors as perishability (witness the flex- 
ibility of meat prices despite the domi- 
nant position of several large slaughter- 
ers), durability, stage of processing (the 
larger proportion of inflexible costs in 
finished goods as compared with raw ma- 
terials), degree of standardization of 
products, stage in the economic process 
(capital goods vs. consumers’ goods), 
characteristics of demand (e.g., degree of 
inelasticity, joint demand), and the like. 

The 384 prices covered in this study 
have been classified in several ways to in- 
dicate the significance of industry char- 
acteristics as a factor in price behavior. 


MAJOR INDUSTRIAL CLASSIFICATIONS 


Table 4 shows the number of flexible 
and inflexible prices in each of the ten 
major classifications established by the 
United States Bureau of Labor Statistics. 

Farm products, foods, and textiles 
were largely flexible, although there are a 
number of exceptions. Thus, out of 120 
prices in these three groups, 83, or 70 per 
cent, were flexible. Not a single farm price 
was classified as inflexible. The inflexible 
food products were mainly manufactured 
items like bread, condensed milk, sweet 
crackers, rice, wheat cereal, ginger ale, 
gtape juice, and canned soup. 

Inflexible prices predominated in met- 
al and metal products, building mate- 
tials, chemicals and allied products, and 
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housefurnishings. No major tendency is 
clear for hide and leather products, and 
for fuel and lighting. The metal products 
which were flexibly priced were mainly 
raw materials, or semifinished products 
such as ferromanganese, cold-rolled steel, 
lead, copper wire, brass sheets, zinc, cop- 
per sheets, silver, and tin. The flexibly 
priced building materials included: Doug- 
las fir, spruce, red lead, chinawood oil, 
linseed oil, and shellac. These were mainly 
lumber and paints. Prices of other build- 


TABLE 4 


DISTRIBUTION OF INFLEXIBLE AND FLEXIBLE 
PRICES BY MAJOR INDUSTRIAL 
CLASSIFICATIONS 
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Fuel and lighting material. 
Metal and metal products. | 
Building materials. . . 
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ing materials tended to be inflexible. The 
exceptions to the tendency for chemical 
prices to be inflexible included: oleic acid, 
stearic acid, copper sulphate, palm niger 
oil, and glycerin. It is interesting to note 
that many of the products listed in this 
paragraph as flexible were controlled by a 
few firms. 


STAGE OF PROCESSING 


The United States Bureau of Labor 
Statistics classifies the items included in 
the wholesale price index as raw mate- 
rials, semifinished goods, and finished 
goods. Table 5 summarizes the distribu- 
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tion of the products covered in the pres- 
ent study by the stage of processing. 

It is clear that raw materials tended to 
be flexible (42 out of 58) and finished 
goods tended to be inflexible (154 out of 
272); no clear pattern emerges for semi- 
finished goods. A detailed analysis of the 
inflexible raw materials reveals that they 
were largely industrial products (e.g., 
bituminous coal, iron ore, crushed stone, 


TABLE 5 


DISTRIBUTION OF FLEXIBLE AND INFLEXIBLE 
WHOLESALE PRICES BY STAGE 























OF PROCESSING 
Raw Semi- = 
Mate- | finished | Finished 
rials Goods . 
Inflexible: 
4 periods......... 8 II 111 
a eee 3 10 43 
NUS dota wired .n.' II a1 154 
Flexible 
4 periods........ 25 15 38 
eee 17 12 38 
cack Sawn 42 27 76 
Unclassified : 5 6 42 
Grand total. . . 58 54 272 




















crude sulphur, phosphate rock and Cali- 
fornia petroleum)."? The flexible raw ma- 
terials were predominantly farm prod- 
ucts and foods. 

For finished goods, on the other hand, 
more than half of the flexible items were 
food products (e.g., oatmeal, macaroni, 
canned peaches, pork bellies, dressed 
poultry, cured hams, pickled cod, and 
glucose),"* and textile products (e.g., 


*3 Anthracite coal prices which were inflexible 
were an exception to this statement. 


4A number of finished food prices were inflex- 
ible. These included bread, condensed milk, salt, 
sugar, sweet crackers, smoked salmon, and ginger 
ale. 





denims, drills, duck, flannel, muslin, os- 
naburg, percale, sheetings, toweling, 
wool broadcloth)."* There was also a 
scattering of flexible prices among chem- 
icals (e.g., oleic acid, stearic acid, and 
copper sulphate), nonferrous metal prod- 
ucts (e.g., copper sheets, lead pipe, brass 
tubes, and copper wire), and building 
materials (e.g., wood, screws, doorknobs, 
Douglas fir, doors, and shellac). However, 
in the latter categories, prices were pre- 
dominantly inflexible. 

The foregoing survey indicates that 
the stage of processing apparently plays 
a role in determining price flexibility and 
inflexibility. Finished products tend to 
be less flexible than raw materials." 
There are enough exceptions, however, to 
suggest that other factors also are im- 
portant. 

DURABILITY 


The items covered in this study may 
also be classified as nondurable, semi- 
durable, and durable. Table 6 summar- 
izes this distribution for the 384 com- 
modities covered. 

Of the 161 nondurable items 62 are 
classified as inflexible, 75 as flexible, 
while the balance were unclassified. On 
this basis, a fairly equal distribution in 
terms of flexibility is indicated. However, 
when the weighted importance of the 
items in each group is considered, it is 
found that the nondurable items which 
were inflexible accounted for about 30 
per cent of the total, while the flexible 
group accounted for about 58 per cent. 
In other words, in terms of their relative 

18 Several textile products, usually at the clothing 


stage, were inflexible: stiff collars, overcoats, dress 
shirts, and topcoats. Also cotton thread and damask. 

6 Studies which have traced raw materials to 
their finished products have indicated that flexi- 
bility is reduced at successive stages of processing 
(National Resources Committee, Structure of the 
American Economy, Part I: Basic Characteristics 
(June, 1939], pp. 132-36). 
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importance, nondurable goods showed 
a greater tendency toward flexibility 
than inflexibility. Most of the 62 inflex- 
ible nondurable goods were accounted for 
by 36 chemical products and 14 foods. 

A similar picture emerges from an ex- 
amination of the semidurable goods. Al- 
though there is little difference in terms 
of the number of commodities, on a value 
basis the inflexible group accounted for 
30.6 per cent of the weighted importance, 
while the flexible accounted for 64.3 per 
cent. 

The clearest relationship emerges for 
durable goods. Approximately two-thirds 


TABLE 6 


DISTRIBUTION OF FLEXIBLE AND INFLEXIBLE 
WHOLESALE PRICES BY DURABILITY 
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durable | durable | Durable 
Inflexible: 
4 periods......... 45 | 26 59 
3 periods........ | 17 | 10 29 
increas 62 36 88 
Flexible: 
4 periods.......... 43 31 4 
3 periods......... 32 15 20 
ne 75 | 46 24 
Unclassified : 24 | 9 20 
Grand total. . 161 | 








of the 132 durable goods analyzed were 
inflexibly priced (weighted importance 
69.7 per cent), while only 24, or 18.2 per 
cent, of the durable goods had flexible 
prices (weighted importance 18.0 per 
cent); 20 items could not be classified as 
to flexibility or inflexibility. Most of the 
durable goods which were classified as 
flexibly priced were the metal products or 
building materials which were previously 
listed under major industrial classifica- 
tions (see p. 429). 
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STANDARDIZED VS. NONSTAND- 
ARDIZED GOODS 


Table 7 shows the classification of 
these products as unique, standardized, 
and differentiated.*’ 

Standardized products included items 
like wheat and milk, differentiated prod- 
ucts included various finished items such 


TABLE 7 


DISTRIBUTION OF FLEXIBLE AND INFLEXIBLE 
PRICES BETWEEN STANDARDIZED, DIF- 
FERENTIATED, AND UNIQUE GOODS 


























Stand- | Differen- Uni 
| ardized | tiated —_— 
Inflexible: 
4 periods ; 81 27 22 
3 periods | 46 2 8 
Total | 27 29 30 
Flexible: 
4 periods ie eean | 73 3 2 
ae | 47 6 4 
Total.... | 130 9 6 
Unclassified: ....... 39 13 I 
Grand total... .. | 296 | 51 37 





as bread and condensed milk, and unique 
goods were typified by agricultural im- 


17 The writer has used the classification given 
in “Structure of the American Economy”’ (oP. cit.), 
pp. 186-204. In that report the threefold classifica- 
tion was explained as follows: ‘Where the same com- 
modity with substantially identical specifications is 
obtainable from several producers, the article is 
designated as 2 standard commodity ...; where 
there are differences between the product of one 
producer and that of another producing substantial- 
ly the same commodity or where the producer by 
advertising, packaging, use of trade marks, or other 
means has succeeded in creating the illusion in the 
minds of the public that such differences exist the 
commodity is classified as differentiated ... , and 


where the differentiation of the product is carried 
to the extent that the products of different pro- 
ducers are no longer comparable as to price without 
taking into consideration possible differences in the 
tastes of the consumer, the commodity is classed as 
unique”’ (p. 187). 
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plements and carpets. No clear trend was 
shown for standardized products, which 
were fairly equally divided among the 
flexible and inflexible groups. However, 
flexibly priced standardized items had 
almost twice the weighted importance of 
those which were inflexible. 
Differentiated and unique goods were 
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predominantly inflexible. This is indi- 
cated by the fact that 59 of the items so 
classified were inflexible, while 15 were 
flexible and 14 were unclassified. The ex- 
ceptions were mainly food products (e.g., 
canned peaches, macaroni, oatmeal, 
cured hams, and canned baked beans) 
and clothing and textile products (e.g., 


TABLE 8 


RELATIONSHIP BETWEEN INDUSTRIAL CLASSIFICATION AND DURABILITY, 
STAGE OF PROCESSING, AND STANDARDIZATION* 



























































Non- Semi- Raw Semi- Stand- Ditferen- : 
Durable durable | durable | Material finished oo ardized | tiated Unique 
Farm products: | 
Flexible is ° 25 3 28 ° ° 28 | ° | ° 
Inflexible , ° ° ° ° ° ° ° | ° | ° 
Foods: 
Flexible. ..... wi , ° 27 ° 4 2 21 23 «| 4 ) 
Inflexible........ ° 14 ° ° I 13 5 | 5 4 
Hides and leather: 
ae bats ° ° 9 5 3 I 7 | ° 2 
Inflexible. . . . ° ° 6 ° I 5 2 | ° 4 
Textiles: 
Ee ee ° 2 26 I 7 20 26 | ° | 2 
ee ° ° 9 2 7 5 2 | 2 
Fuel and lighting: 
tt iene ° 5 ° 2 ° 3 5 ° | ° 
ee ° 7 ° 7 ° ° 7 ° ° 
Metals and metal ment 
Flexible. ..... , 17 ° ° ° 9 8 17 ° ° 
tis bike ora ack ake 59 ° ° ° 10 49 34 9 16 
Building materials: 
Ee me 5 2 4 ° 4 7 II ° ° 
hk sin 4 searcis aan 20 ° 15 2 6 27 28 7 ° 
Chemicals and allied pane 
Flexible. ....... ° 8 ° I I 6 8 ° ° 
Inflexible..... Sa eh mee ° 36 ° 2 I 33 36 ° ° 
Housefurnishings: 
ee 2 ° 2 ° ° 4 ° 4 ° 
cc's ais Seok x ihe 6 ° 3 ° ° 9 3 5 I 
} 
Miscellaneous: 
oe rain Gage tos ° 6 2 I I 6 8 | ° 
Inflexible... . oo 3 5 3 ° II 9 | I 3 
Total: 
a ig heise 24 75 46 42 27 76 133 8 4 
CO ee 88 62 36 II 21 154 127 29 30 
































* The 53 unclassified items have been omitted from this table. 
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men’s cotton hose, shoes, blankets, and 
pillow-cases). 


SUMMARY 


Table 8 summarizes the statistical 
data presented in Tables 4-7 and shows 
the relationship between each of the 
classifications by industries (unclassified 
prices have been excluded from this 
table). 

The following conclusions emerge from 
this study: 

1. A useful test of price inflexibility is 
found in the relationship between indi- 
vidual price changes and the changes in 
the general price level from the peak to 
the trough of the business cycle, and from 
the trough to the peak. 

2. Despite the world-shaking events 
of the last nineteen years, for more than 
half of the products surveyed (almost 
two-thirds of the weighted average), 
wholesale prices were consistently flex- 
ible or inflexible in each of the four 
half-cycles analyzed. 

3. Price behavior during the war was 
fairly consistent with that which devel- 
oped during the decade after 1929. For 
more than three-fourths of the products 
for which prices could be obtained for the 
war period, behavior conformed to the 
classification of flexibility or inflexibility 
set up before the war. 

4. This consistency of behavior per- 
sisted during the war and during the 
transition period. Despite the abrupt 
price rise in the latter part of 1946 and 
early 1947, it was found that 230 out of 
308 prices conformed to the pattern in- 
dicated on the basis of the 1929-45 
classification. 

5. Farm products, foods, and textiles 
were largely flexibly priced, while metal 
and metal products, building materials, 
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chemicals and allied products, and house- 
furnishings were mainly inflexible. 

6. Raw-material prices tended to be 
flexible, while finished-goods prices tend- 
ed to be inflexible. However, for foods 
and textiles, more finished-goods prices 
were flexible than were inflexible. For 
farm products, foods, and hides and 
leather, every raw-material price was 
flexible. The over-all totals for raw mate- 
rials were significantly affected by farm, 
products which accounted for 28 out of 
42 flexibly priced items. No clear pattern 
emerged for semifinished goods. 

7. Durable goods were mainly inflex- 
ible in price, while nondurables tended to 
be flexible. A major proportion of the in- 
flexibly priced nondurable goods were 
chemical products. In each of the three 
industries—metals, building materials, 
and housefurnishings—with a preponder- 
ance of durable goods, price inflexibility 
was characteristic. 

8. Standardized products were more 
flexible than those classified as differen- 
tiated or unique. However, for building 
materials, metals, and chemicals, which 
had a large number of standardized prod- 
ucts, the major proportion was classified 
as inflexible. The reverse was true for 
foods, farm products, and textiles. 

g. While no special study was made of 
the relationship between concentration 
of control and price inflexibility, a num- 
ber of products were cited which were 
flexible in price despite fewness of sellers. 

10. This analysis indicates that price 
behavior is related to economic char- 
acteristics of a product or an industry 
and suggests that detailed industry 
studies should prove a fruitful source of 
information leading to an understanding 
of price movements. 


New York UNIVERSITY 








SOVIET POSTWAR INDUSTRIAL PRODUCTION 


HARRY SCHWARTZ 


NE of the greatest barriers hindering 
O study of the contemporary economy 
of the U.S.S.R. is the secrecy surrounding 
actual production and other economic data. 
The relevant sections of the quarterly re- 
ports published by the State Planning Com- 
mission have been confined almost entirely 
to statements of percentage changes in in- 
dustrial and other production. But, since the 
absolute bases to which these percentages 
refer have in general never been published, 
the percentages released to the world are 
not adequately illuminating. An attempt is 
made here to approximate the data on 
absolute Soviet postwar gross industrial 
production by means of an elementary al- 
gebraic analysis of official Soviet statements. 
The significance of the conclusions reached 
will be discussed briefly. 

On October 15, 1947, a Gosplan com- 
muniqué published in the Soviet press 
stated: “On the whole during nine months 
of 1947, gross production of all industry 
grew by 18 per cent in comparison with the 
corresponding period of last year, with in- 
dustrial production increasing in comparison 
with the corresponding quarter of last year 
by 12 per cent in the first quarter, 18 per 
cent in the second quarter, 25 per cent in the 
third quarter.”' A similar communiqué pub- 
lished on January 18, 1948, gave the volume 
of gross industrial production during all of 
1947 as 22 per cent above that of 1946, while 
listing the gains during each quarter of 1947 
over the corresponding quarter of 1946 as 
12, 18, 26, and 30 per cent, respectively.” It 
will be noted that, in this latter statement, 
the percentage increase for the third quarter 
differs by one percentage point from that 
given in the earlier communiqué, a differ- 
ence probably due to the revision of the 
earlier figure in the light of more complete 
data. 

Soviet gross industrial production is meas- 


* Pravda, October 15, 1947. 
*Jbid., January 18, 1948. 
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ured in so-called 1926-27 prices. Using these 
units, we may define the unknowns, a, 8, c, 
and d, as the value of Soviet gross industrial 
production in the first, second, third, and 
fourth quarters of 1946, respectively. Using 
the axiom that the whole is equal to the sum 
of its parts—or, in this case, the equivalent 
that the production of nine months or a 
year is equal to the sum of the output in the 
quarters composing such a period—the 
statements cited above lead to the equa- 
tions: 


1120 + 1185 + 125¢ = 118(a@ + b+ 0c), (1) 


112a + 118) + 126¢ + 130d = 
122(a+b+c+d). (2) 


A third equation is supplied by the state- 
ment in the report of January 18, 1948, that, 
in the fourth quarter of 1947, the level of 
industrial production had attained the aver- 
age quarterly level of 1940. Since gross in- 
dustrial production in 1940 was 138.5 bil- 
lion rubles (1926-27 prices), we have the 
following equation, using the earlier nota- 
tion: 


1.30d = 34.625 (billion rubles) . (3) 


Equation (3) can be solved immediately to 
give the value of industrial production dur- 
ing the last quarter of 1946 (d) as 26.6 bil- 
lion rubles. 

Since the three equations above contain 
four unknowns nominally, a unique deter- 
mination of all four unknowns cannot be 
obtained from them alone. Since d is known, 
however, we may solve for a and c in terms 
of 6. Then, adding all four quarters, we se- 
cure the result that 1946 industrial produc- 
tion equaled 86.84 —o.136 billion rubles and 
that 1947 gross industrial output equaled 
105.94 — 0.160 billion rubles. We know that 
b is greater than zero. Hence the results 
given above indicate that the maximum 
possible values of Soviet 1946 and 1947 gross 


3 Planovoye Khozyaistvo, No. 2, 1946, p. 10. 
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industrial production are about 86.8 and 
105.9 billion rubles, respectively. At most, 
therefore, the 1946 output was about 63 
per cent of 1940 production, and 1947 out- 
put was about 77 per cent of the 1940 level. 
In 1945 Soviet gross industrial production 
was about 127 billion 1926-27 rubles.‘ In 
1946, our results indicate, production fell 
sharply below the 1945 level, and in 1947 the 
increase achieved was inadequate to regain 
the 1945 mark. 

Lower limits for both 1946 and 1947 in- 
dustrial output may be secured by consid- 
ering some additional information. The 
Gosplan report for the first quarter of 1948 
indicated that output during that period 
was 32 per cent above the first quarter of 
1947.5 In terms of our previous formulation, 
output that quarter equaled 1.4784¢ (i.e., 
132 per cent of 1.12@). On the same day 
Pravda also reported that the output of all 
branches of industry increased during the 
first quarter of 1948 as compared with the 
last quarter of 1947. From this statement it 
seems correct to put 


(4) 


An immediate consequence on inequality 
(4) is 


1.4784@ > 34.625 (billion rubles) . 


(5) 


Inequality (5) may be turned into an equa- 
tion if we introduce x as an unknown posi- 
tive number satisfying the relationship 


a > 23.42 (billion rubles) . 


@ = (23.42 + x) (billion rubles) . (6) 


If we substitute relation (6) into the sys- 
tem of equations (1)-(3), it is easily found 
that 1946 gross industrial production is 
84.92 + .21x (billion rubles) and that 1947 
gross industrial production is 103.6 + 
0.26x (billion rubles). Since x is intrinsically 
positive, we have the result that the first 
terms of the above results are lower limits 
for the two values studied here. Combining 
these results with those obtained earlier, we 
teach the conclusion that 1946 gross indus- 
trial production was between 84.92 and 


‘Calculable from data in Pravda, March 16, 1947. 
SIbid., April 15, 1948. 


SOVIET POSTWAR INDUSTRIAL PRODUCTION 








439 


86.84 billion rubles, while 1947 gross indus- 
trial production was between 103.6 and 
105.95 billion rubles. Since these upper and 
lower limits are quite close, it seems likely 
that in each case we may take the arith- 
metic mean of the two limits as the estimate 
of production each year without very great 
error. This gives us estimated 1946 gross in- 
dustrial production as 85.88 billion rubles 
and 1947 gross industrial production as 
104.77 billion rubles. 

The quarterly course of industrial produc- 
tion during 1946 and 1947 may be studied 
by using equations (1)—(3) and (6) above to 
express a, 6, and c in terms of x. We obtain, 
accordingly, the figures given in Table 1. 











TABLE 1 
In BILLIONS 1926-27 RusLes* 
QUARTER aoe emt cet neler 

1946 1947 
| ae 23.4242 26.23 +1.12% 
Second 14.75—1.64% 17.41 —1.94% 
, 20.07+0. 86x 25.29 +1.08% 
Fourth. .... 26.63 34.625 








® In the totals of these results, deviations from those given 
earlier are due to errors of rounding. 


The Gosplan communiqués for the first 
and second quarters of 1948 stated that 
gross industrial production in each of these 
periods was, respectively, 32 and 24 per cent 
over the corresponding figures for the same 
periods in 1947.° It can easily be calculated 
from Table 1 above that gross industrial 
output in the first and second quarters of 
1948, respectively, was then (in terms of 
billions of 1926-27 rubles): 34.625 + 1.48% 
and 21.59 — 2.41%. 

One of the most interesting results of the 
above calculations is the conclusion that in 
each year—1946, 1947, and 1948—output in 
the second quarter dropped very sharply be- 
low that of the first quarter. If we recall that 
average quarterly gross industrial output in 
1945 was approximately 31.75 billion rubles, 
we may note that production in the second 
quarter of 1946 was less than half the pre- 
ceding year’s quarterly average. This 1946 


* Jbid., April 15 and July 18, 1948. 








result may well have reflected the concen- 
tration of industrial reconversion from war 
to peace output in the spring of that year, 
but why should the same pattern be ob- 
served in 1947 and 1948? Moreover, why 
has the central Soviet press given no indica- 
tion of widespread partial or complete plant 
shutdowns in the springs of 1947 and 1948 
which must have occurred if the numerical 
conclusions cited above are correct? 

If the second-quarter declines in 1947 and 
1948 industrial output shown above actually 
occurred, they may perhaps be explicable in 
terms of one or several of the following fac- 
tors. 

1. Because of the severe Russian winter, 
first-quarter deliveries of fuel and raw ma- 
terials to Soviet plants are usually irregular 
and inadequate to cover consumption dur- 
ing these periods. Each summer and fall the 
Soviet authorities conduct special cam- 
paigns to make sure that plants stock-pile 
adequate reserves so that their output will 
not be curtailed during the winter because 
of interrupted fuel and raw-material de- 
liveries. It may be that in both 1947 and 
1948 (and perhaps 1946, too) many plants 
exhausted their stocks by the end of the 
first quarter and had to reduce second- 
quarter output because of the necessity of 
waiting for slow additional deliveries of fuel 
and raw materials. 

2. There is a seasonal flow of part of the 
Soviet industrial labor force from farms to 
factories and back again. Under great pres- 
sure to seed maximum acreages each spring, 
a large proportion of the Soviet industrial 
labor force may have been diverted to the 
farms in the second quarter of each year, 
cutting industrial output. This factor, if it 
plays a role, might well supplement that 
mentioned in point 1 above. But if labor 
movement is significant, why does it not 
show up more clearly in third-quarter out- 
put, since large additional numbers of farm 
workers are required for the harvest each 
year? 

3. The second quarter of each year may 
be the one in which many Soviet industrial 
plants repair worn-out machinery and 
change over from old to new models of their 


HARRY SCHWARTZ 





products, reducing current output during 
these activities. 

4. Most tenuous is the possibility that, in 
the second quarter of both 1947 and 1948, 
portions of Soviet industry were re-recon- 
verted from production of civilian-end 
products to output of military-end products. 
This is sheer speculation, but it may perhaps 
be more than mere coincidence that the sec- 
ond quarter of 1947 followed immediately 
after the enunciation of the Truman Doc- 
trine, while the second quarter of 1948 
marked the beginning of American rearma- 
ment as the result of increased Soviet- 
American tension following the coup in 
Czechoslovakia. Moreover, in June, 1947, a 
new decree was issued by the Soviet govern- 
ment, tightening up regulations regarding 
security and secrecy of economic data. 
Could this decree have been aimed at pre- 
venting leakage of news about economic re- 
reconversion to the outside world? We do 
not know. 

One final facet of the quarterly results 
given above deserves mention. In 1946 and 
1947 the sum of the production figures for 
the first two quarters (ignoring the small 
factor involving x) is between 40 and 45 per 
cent of the total production for the year. In 
1948 gross industrial production for the 
first half of the year is about 56 billion 
1926-27 rubles (again ignoring the small 
factor involving x). If we assume that first- 
half output in 1948 will bear the same rela- 
tionship to total 1948 production as in 1947 
and 1946, it would seem reasonable to ex- 
pect that total 1948 gross industrial output 
would equal about 135-40 billion 1926-27 
rubles. But, as noted above, 1940 gross in- 
dustrial output was 138.5 billion rubles. 
Therefore, it seems likely, on the basis of the 
above calculations, that 1948 gross indus- 
trial production will approximately equal 
that of the last full pre-war year. It is inter- 
esting to compare this conclusion with the 
1946 official Soviet statement’ that the 
Fourth Five-Year Plan anticipated that 
“in 1948 the pre-war level of industrial pro- 

? Narodnoye Khosyaistvo SSSR (Moscow: Gos- 


planizdat, 1947), pp. 12-13, which reprints an edi- 
torial that appeared in Bolshevik, No. 6, 1946. 
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duction will be restored.” It would seem 
strongly suggested, therefore, that the 
growth of total industrial production over 
the first two and a half years of the 1946-50 
period has been roughly on schedule, as the 
Gosplan communiqués have insisted. But, 
if so, that means that the original plan con- 
templated that 1950 output (planned at 
205 billion 1926-27 rubles) would be double 
actual output in 1947. This is perhapsa meas- 
ure of the immensity of the capital invest- 
ment being made in industry during this 
period. Nevertheless, the indicated annual 
rate of increase called for by such a schedule 
would seem to be exceedingly high and most 
difficult of attainment. 
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Several important conclusions seem clear 
from the above data. First, although indus- 
trial production in the formerly occupied 
areas was nearly doubled between 1945 and 
1947, the total in the latter year was still 
only half the 1940 production volume and 
less than one-half the 1950 goal. Second, the 
reconversion impact upon industrial produc- 
tion in the never occupied area reduced out- 
put there 40 per cent in 1946 as compared 
with 1945, and, even in 1947, this territory’s 
production was little more than half the 
1950 goal. Third, between 1945 and 1947, 
the relative contribution of industrial pro- 
duction in the two areas changed markedly. 
In 1945 the formerly occupied region pro- 


TABLE 2* 
DISTRIBUTION OF GROSS INDUSTRIAL OUTPUT OF THE U.S.S.R. BETWEEN FOR- 
MERLY OCCUPIED AND NEVER OGCUPIED TERRITORY FOR SELECTED YEARS 





— eee + 


re r 





Brturons or Rustses (1926-27 Prices) 




















AREA T 
1940 1945 1946 1947 19s0 Goal 
tetas 138.5 127.0 85.9 104.8 205.0 
Formerly occupied. . 46.0 13.6 17.4 23.1 52.9 
Never occupied 92.5 113.4 68.5 81.7 152.1 





* Source: Total figures are explained in the text. Production in formerly occupied territory: 1940 figure 


from Bolshevik, No. 21, 1946, 
1946, Pp. 69; 1945 figure deriv 


15; 1950 


from 1950 on basis statement in 


figure derived from statement in Planovoye Khozyaistvo, No. 2 


ibid., p. 81; 1946 and 1947 figures ‘derived 


from 1945 on basis of percentages given in Pravda, January 21, 1947, and January 18, 1948, respectively. 


Data for never occupied areas are residuals. 


It must be pointed out that this analysis 
has assumed that Soviet statements on in- 
dustrial production during the period con- 
sidered have been based upon calcylations 
in 1926-27 prices comparable with those 
used in the Fourth and earlier Five-Year 
plans. If some other basis is now b¢ing used, 
the above analysis might very liely be in- 
validated, but no suggestion /of such a 
change from earlier procedugés has been 
unearthed after careful st 'y of relevant 
Soviet materials. Z 

When combined fh other data from 
Soviet sources, the numerical conclusions 
reached above enable us to approximate the 
distribution of industrial production in the 
U.S.S.R. between the formerly enemy-oc- 
cypied territory and the never occupied east- 
ern areas. These data are given in Table 2. 








duced slightly more than 10 per cent of the 
total industrial output of the U.S.S.R., but 
two years later its percentage share had ap- 
proximately doubled, with a corresponding 
reduction in the percentage importance of 
output in the never occupied area. It seems 
particularly interesting to note that, in 
both 1946 and 1947, the relative share of 
production in the formerly occupied zone 
was higher than the share assigned it for 
1950. 

It is to be regretted that the failure of the 
Soviet government to publish the necessary 
data prevents the supplementation of the 
above discussion by a review of the develop- 
ment of all major branches of industry in 
the U.S.S.R. 


SYRACUSE UNIVERSITY 








MIKESELL ON INTERNATIONAL MONETARY AGREE- 
MENTS AND PLANNED ECONOMIES 


VIRGIL SALERA 


N A recent article,' Professor Raymond 
Mikesell raises serious questions as to the 
appropriateness of the International Mone- 
tary Fund and other broad international 
economic agreements of recent years. Before 
discussing his paper critically, let me state 
his general position in summary terms. He 
states (1) that our international monetary 
agreements were for the most part postu- 
lated on the existence of a world in which the 
bulk of trade would be conducted by free 
private enterprise; (2) that the increasing 
socialization of production and distribution 
an‘ the growth of economic planning cast 
serious doubt upon the preconceptions (in 
particular the theoretical concept of equi- 
librium) underlying these agreements; 
(3) that it may be useful to assume, for the 
sake of analysis, that the future world will 
be largely characterized by a high degree of 
state-controlled trade and to see how recent 
monetary agreements fit into such a world; 
and (4) that, even if this assumption proves 
to be true, existing international economic 
agreements will still be of value but that the 
economic programs and policies stemming 
from them will probably have to be revised 
so as better to meet the emerging problems 
of the postwar world. 

Professor Mikesell’s position is based 
upon the implied major premise that a sys- 
tem of planned economies is likely to prevail 
in the foreseeable future. Is such a premise 
realistic? The present writer thinks not, 
though he admits that important light is 
shed upon some major problems by probing 
along such lines. 

A word as to why I regard Mikesell’s 
major premise as unrealistic. What, for 


*“The Role of the International Monetary 
Agreements in a World of Planned Economies,” 
Journal of Political Economy, LV (December, 1947), 


497-512. 
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example, is the area of planned international 
trade today? It consists largely of the Soviet 
bloc countries (with relatively small inter- 
national trade), territories occupied by the 
military authorities, and one or two small 
countries in Latin America and Australasia. 
Western Europe operates under a mixed 
system today and is likely to continue to do 
so for some time, notwithstanding the well- 
known trend toward nationalization of basic 
industries. At least a third of total world 
trade is likely to be accounted for almost 
entirely by private-trading nations, of which 
the principal Western Hemisphere countries 
are the nucleus. To be sure, state-trading 
islands are likely to emerge from time to 
time out of this sea of hemispheric private 
trade. For example, the Latin-American 
Fomento corporations are already doing a 
modest foreign trade, the Argentine govern- 
ment’s Foreign Trade Promotion Institute 
is temporarily exporting on a large scale, and 
in the United States we find that the Euro- 
pean Recovery Act contains provisions for 
governmental “dumping” of agricultural 
products. Even with these exceptions, how- 
ever, the Western Hemisphere must be 
counted in the private-trade sector. More- 
over, one can make a good case for the pre- 
diction that—barring a real “bust” in the 
United States—many of the foreign-trade 
controls found in the in-between countries 
(Britain, France, Italy, Benelux, and Scan- 
dinavia) will disappear with the termination 
of shortages and the emergence of a healthier 
balance-of-payments situation. The provi- 
sions of the new International Trade Or- 
ganization also lead in this direction. In sum, 
the evidence points to a trading world in the 
foreseeable future that will be decidedly 
mixed in character. And we shall show pres- 
ently that conclusions deduced from the as- 
sumptions of a world of planned interna- 
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tional trade simply do not hold with respect 
to a world in which a substantial part of 
total trade is conducted on the old-fashioned 
private-trade basis—that is, when a mixed 
system is the frame of reference. 

What Dr. Mikesell’s position amounts to 
is the proposition that a planned economy 
can make advance determinations of its 
balance-of-payments position in disregard 
of relative costs, prices, and income-demand 
situations. I have two objections to raise in 
connection with such a proposition. First, 
inevitable forecasting errors on the part of 
the planning authority raise serious doubts 
about the ability to predetermine the bal- 
ance of payments. Nor is the authority like- 
ly to build sufficient flexibility into the do- 
mestic plans to take up any slack resulting 
from an overestimation of foreign demand. 
Average results may, however, prove fairly 
good over a period of years; but, if so, the 
balance-of-payments position, period by 
period, can still be unpredictable. 

My second and major objection is that 
Dr. Mikesell’s views do not seem to square 
with the state-trading provisions of the new 
charter of the International Trade Organi- 
zation, signed in 1948 by nearly three-score 
countries in Havana. Briefly, the charter 
would outlaw unilateral pricing of a state- 
trading nation’s imports or exports, in effect 
making the nation’s prices conform to the 
world market level. The charter’s provisions 
on this matter are important enough to war- 
rant spelling out in detail. Thus, Article 31, 
paragraph 1, states that a member-nation 
carrying out state trade in a product “shall, 
upon the request of any member having a 
substantial interest in trade with it in the 
product concerned, negotiate with such other 
member ... with the object of achieving: 
(2) in the case of an export monopoly, ar- 
rangements designed to limit or reduce any 
protection that might be afforded through 
the operation of the monopoly to domestic 
users of the monopolized product, or de- 
signed to assure exports of the monopolized 
product in adequate quantities at reasonable 
prices; (6) in the case of an import monopo- 
ly, arrangements designed to limit or reduce 
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any protection that might be afforded .. . 
to domestic producers of the monopolized 
product.” And, in order to achieve (5), the 
member-nation must negotiate a maximum 
import duty applicable to the monopolized 
product, and this duty must then represent 
the maximum margin by which the home 
price shall exceed landed cost. In addition, 
the import monopoly must import quan- 
tities sufficient to satisfy the “full domestic 
demand for the imported product.” What 
these provisions amount to, in short, is that 
the state-trading nation’s home economy is 
geared into the world economy. 

Specifically, these provisions are capable 
of interpretation such that the member- 
nation’s authority is limited with respect to 
such things as (1) allocating resources 
(whenever there is danger that exports of 
the monopolized product are not taking 
place in “adequate quantities at reasonable 
prices” or that imports are not being al- 
lowed in quantities sufficient to meet the 
“full domestic demand”; otherwise, the 
member can flout the intent of the charter 
by piously claiming that it is carrying out a 
salutory development program; and it is 
doubtful whether chapter iii of the charter, 
dealing with development, takes precedence 
over the state-trading provisions here dis- 
cussed) and (2) fixing prices of domestic 
products that enter international trade 
under an export monopoly. Obviously, re- 
source allocation and price-fixing as such are 
not objectionable; but it takes little imagi- 
nation to see that such apparently innocu- 
ous domestic measures could be used to con- 
ceal a drive to defeat the IL.T.O.’s state- 
trading provisions. 

It follows, therefore, that it is by no 
means certain that a nation will be free, 
under the I.T.O., to isolate itself price- and 
quantity-wise from the broad current of in- 
ternational trade. Since the state-trading 
provisions were among the least controver- 
sial of the Geneva draft provisions accepted 
at Havana, we have reason to believe that 
these provisions will have great influence 
upon I.T.O. decisions. 

We are now in a position to substitute a 
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different premise for the one used by Profes- 
sor Mikesell. We shall assume that some- 
thing on the order of the present world- 
trade pattern will continue to exist, that is, 
we shall assume a mixed trading system. 
This means that we shall deal with a trading 
world having varying degrees of national 
control over foreign trade. We must there- 
fore take account of two general facts: first, 
that some nations operate under an uncon- 
trolled regime in the foreign field and, sec- 
ond, that some of the foreign trade of so- 
called “planned economies”’ is in fact free of 
governmental direction. We thus face the 
“marginal private trading” issue in two 
forms. The familiar matters of relative 
prices, exchange rates, and international 
demand apply—more or less in the usual 
way—to our world of mixed trading sys- 
tems. A number of propositions by Dr. 
Mikesell are seriously weakened when this 
more realistic approach is used. 

Let us be specific. It is claimed that, be- 
cause most countries maintain controls on 
both capital and current transactions, there 
is “no problem of nations being unable to 
maintain their official [exchange] rates” 
(pp. 499-500). We are living in a period of 
extreme world-wide inflation, but the rate 
of price and income inflation does not pro- 
ceed at a uniform pace everywhere. Once 
differential national price and income move- 
ments are explicitly considered, the prob- 
lems which exchange-control countries face 
with respect to the maintenance of their 
official exchange rate (or rates) become very 
real. The more a nation’s prices and incomes 
get out of line with the general drift of 
prices and incomes, the more numerous and 
complex are the devices necessary to offset 
this nation’s adverse position. German ex- 
change-control experience is still relevant. 
Mutatis mutandis, much the same may be 
said for the case of differential deflation. 

But Professor Mikesell would rely upon 
ad hoc devices to offset what has been re- 
ferred to as differential inflation. He speaks, 
for example, of reducing effective export 
prices by means of “subsidies to private ex- 
porters, sales by state trading monopolies at 





a loss, bilateral arrangements in which losses 
on exports can be made up by profits from 
imports, and the use of special exchange 
rates to encourage exports” (p. 500). How- 
ever, in a world of mixed systems, with or 
without the Monetary Fund, most of Dr. 
Mikesell’s familiar devices would lead a 
precarious existence. Countervailing duties 
against subsidized exports, antidumping reg- 
ulations, and penalties against trade dis- 
crimination would suffice to neutralize the 
effects of such devices, especially if there 
should be no change in basic United States 
commercial policy. With the Fund also in 
the picture, there is all the more reason to 
be pessimistic about the success of a pro- 
gram such as that outlined. If we consider 
that we shall have to deal with a mixed sys- 
tem—rather than an assumed “world of 
planned economies’’—it is simply an exag- 
geration to assert that exchange rates will 
be without significance. The latest French 
depreciation, that of January, 1948, may 
also be cited in this connection;? and the 
fears of the British over the impact of the 
franc depreciation upon sterling also reveal 
a none-too-surprising concern by the author- 
ities of a semiplanned economy with ex- 
change-rate matters. 

We now return to Dr. Mikesell’s assertion 
that the “basis for the granting of credits by 
the Fund is destroyed” when “‘a major part” 
of a member’s foreign transactions are 
planned, “since the member can determine 
in advance whether or not it will have a 
deficit or a surplus.” I submit that Dr. 
Mikesell’s point is an important one with 
respect to a world of planned trade (and so, 
in a formal sense, his position on this matter 
is unassailable) but not with regard to a 
mixed system. The distinction is important: 


2 Dr. Mikesell contends (p. 501, n. 9) that there 
will be little pressure to devalue if a nation is with- 
out a free-exchange market. This statement is 
virtually without basis, in theory or in practice, if 
the reference is to a world of mixed systems. The 
French depreciation referred to in the text is not 
unlike that which may well be expected to happen 
in different nations from time to time in the post- 
transition period—unless the Fund members live 
up to their obligations. 
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what is involved is the difference between an 
imaginary global picture and the unfolding 
reality of our postwar world. In my view, a 
mixed system gives the balance of power to 
the price-response transactions in the sector 
of unplanned international trade. In other 
words, mixed economies may behave some- 
what like free-enterprise economies even 
with a considerable amount of state trading. 
This view is predicated upon the idea that 
marginal buyers and sellers, who make up 
the unplanned sector of a nation’s trade, 
will conduct their operations in the usual 
manner, with the result that it will not be 
possible to “determine in advance whether 
the nation will have a deficit or surplus” in 
its balance of payments. 

The nature of our argument may perhaps 
be clarified if we consider the analytical dif- 
ferences and similarities of mixed and free 
economies. To begin with, there is no sig- 
nificant difference if the unplanned sector 
constitutes the vast bulk of a nation’s inter- 
national trade. Given the nation’s relative 
price and income levels, its balance-of-pay- 
ments positions will be governed largely by 
the appropriateness of its exchange rate. In 
the second place, there will be only a small 
difference between a mixed and a free econ- 
omy, even if the unplanned sector is rela- 
tively small, when the planned sector is 
made to behave, under international rules, 
on a price-cost basis. Interestingly enough, 
the state-trading provisions of the new char- 
ter of the International Trade Organization 
will require precisely this kind of behavior. 
In such cases, exchange rates will not be 
without significance; and the country with 
a predominantly planned international trade 
will find that its balance-of-payments posi- 
tion will be immediately affected by ex- 
change-rate changes. Again, the elasticity 
conditions will have something to do with 
the matter. If a nation’s unplanned trade is 
the smaller part of the total, this trade will 
be the more markedly affected by an inap- 
propriate exchange rate, the more elastic the 
foreign demand for, and the home supply of, 
unplanned exports and the more inelastic 
the home demand for unplanned imports. 
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The same conditions will, of course, affect 
the sector of planned trade as well. 

What are the probabilities that the actual 
circumstances of trade will make for a small 
difference between mixed and free econo- 
mies? We cannot, to be sure, speak of any- 
thing more than presumptions. But several 
factors appear to indicate that the differ- 
ence in most cases will be small. First, the 
world’s major trading nations today con- 
duct most of their trade (practically all the 
exports) on an unplanned basis; and, if re- 
ports may be believed, these nations do not 
contemplate a substantial change in this re- 
gard. Second, a desire to attract American 
capital will doubtless induce many nations, 
especially those in the so-called “underde- 
veloped” category, to allow a good deal if 
not most of their international trade to con- 
tinue on a free-enterprise basis. Third, coun- 
tries in the dollar area do business almost 
wholly on unplanned terms, so that for them 
the planned sector is inconsequentially 
small. The upshot is that the usual concept 
of equilibrium in the balance of payments 
applies with minor changes when the frame 
of reference is the mixed system. 

A final word on a technical Fund provi- 
sion that is interpreted in a seriously objec- 
tionable manner. Article VIII, Section 2 (a) 
prohibits restrictions on payments or trans- 
fers for current international transactions 
once the transition period is terminated. 
Mikesell asserts, in connection with the pro- 
visions allowing member control over capital 
exports, that this part of Article VIIE (and 
Sec. 2 [b]) does not prevent a member from 
controlling balances arising from current 
transactions, because the prohibition is un- 
enforceable if the current transfers are “con- 
trary to the exchange control regulations of 
the governments of the nationals holding 
the balances.” (The quotation is italicized 
in the original.) I submit that Dr. Mikesell 
has misread the relevant provision. Section 
2 (b) reads as follows: “Exchange contracts 
[synonymous with exchange received from 
current transactions?] which involve the 
currency of any member and which are con- 
trary to the exchange control regulations of 
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that member maintained or imposed con- 
sistently with this Agreement shall be unen- 
forceable in the territory of any member.” 
(Italics added.) How can any member’s ex- 
change control regulations which flout the 
Fund prohibition of restrictions on current 
transfers be considered to be consistent with 
the Fund Agreement? Moreover, we may 
illustrate the confusion involved here by 
comparing Mikesell’s language: “transfers 
contrary to the exchange control regulations 
of the governments of the nationals holding 
the balances’ with Section 2 (6) of the Fund: 
“exchange contracts which involve the cur- 
rency of any member and which are contrary 
to the exchange control regulations of that 
member maintained or imposed consistently 
with this Agreement shall be unenforce- 
able.” In the footnote attached to his state- 
ment, Dr. Mikesell uses as an illustration a 
Frenchman with current-transactions ster- 
ling making a sale of that currency to an 
American contrary to French exchange reg- 
ulations. This illustration is consistent 
with Mikesell’s interpretation but not 
with the official language, because only 


British exchange regulations would be rele- 
vant. 

I do not believe that it is good interna- 
tional monetary co-operation, despite some 
current exchange-control experience (as in 
Canada), to argue that restrictions on cur- 
rent transfers—except under conditions of 
currency scarcity—are consistent with the 
Fund Agreement because such restrictions 
are “indispensable” to any workable system 
of capital export control. If it is at all ap- 
propriate to speak of means and ends, surely 
capital export control is but a means in this 
context. 

Students of international monetary and 
trade arrangements are urgently in need of 
a few well-developed analyses of Fund type 
approaches under several clearly defined and 
actual or potentially realizable circum- 
stances. Dr. Mikesell’s paper explores some 
difficult terrain under important, even if 
hypothetical, conditions. His study should 
challenge students to further exploratory 
work in the still foggy area between full 
private enterprise and fully planned inter- 
national trade. 


Iowa STATE COLLEGE 
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RAYMOND F. MIKESELL 


ROFESSOR SALERA’S critical review of my 
recent article’ raises some significant is- 
sues regarding postwar international mone- 
tary practices, and I welcome this oppor- 
tunity further to develop my own views re- 
3 Mikesell’s interpretation will be especially mis- 
leading to Americans, who do not now have, or are 
not likely to have, exchange control; for Americans 
holding foreign balances would, under his view, 
have nothing to worry about. As is well known, 
however, the issue is purely academic, since virtually 
all our sales are for dollars. 

* Virgil Salera, ‘“‘Mikesell on International Mone- 
tary Agreements and Planned Economies,”’ above, 
pp. 438-42, and my original article, “The Role of 
the International Monetary Agreements in a World 
of Planned Economics,” this Journal, December, 
1947, PP. 497-512. 


garding them. As I stated in my original 
article, it was not my intention to prophesy 
the outcome of the present world trend to- 
ward socialization and economic planning. 
Rather I sought to analyze how our mone- 
tary agreements and institutions might op- 
erate in a hypothetical world characterized 
by a high degree of economic planning and 
state-controlled trade. Dr. Salera is entitled 
to his opinion that foreign trade controls in 
“middle-way” countries such as Britain, 
France, Italy, Benelux, and Scandinavia 
may tend to disappear, and I certainly hope 
that he is right. I personally have some seri- 
ous doubts, however, as to the compatibility 
between free trade and the avowed social- 
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istic intentions of the governments of cer- 
tain of these countries.’ Be that as it may, 
the principal burden of Salera’s criticism of 
my original paper lies in his contention that 
my hypothetical assumption of a world of 
planned economies is unrealistic. Now, I do 
not propose to be drawn into a debate re- 
garding the validity of my hypothetical as- 
sumptions regarding the postwar world. 
However, I believe that certain of the con- 
clusions which I drew in my original article 
would also follow from Dr. Salera’s assump- 
tion of a world of predominately “mixed” 
economies in which there are “varying de- 
grees of national control over foreign 
trade.” 

Dr. Salera’s concept of a “mixed” system 
is, as I understand it, “something on the 
order of the present world-trade pattern” 
which will become progressively freer as 
current world shortages disappear. Accord- 
ing to Salera, “the world’s major trading 
nations today conduct most of their trade 
(practically all the exports) on an unplanned 
basis.” Salera contends that—given the 
framework of this “mixed’’ world-trade sys- 
tem—world trade, prices, and balances of 
payments will be much the same as we 
would find in a relatively free system. 

First of all, I believe that Salera has over- 
stated his case somewhat with respect to the 
character of current world trade. Even 
though the bulk of the world’s export trade 
is in private hands, the character and the di- 
rection of exports are in large measure gov- 
erned by export licensing and by the alloca- 
tion of materials to firms producing for ex- 
port. The export-licensing procedure in 
turn is frequently determined by bilateral 
trade agreements between the exporting and 
importing countries, while raw materials are 

? At the time of the London I.T.O. Conference, 
this conflict was expressed in an editorial in the 
Economist, which stated that the British delegates 
to the conference “were also no doubt embarrassed 
by the strange dichotomy that appears to prevail in 
the Labour Government, on the subject of economic 
policy at home and abroad, by which an advance 
toward the planned state at home can be cheerfully 
combined with a return to unplanned trade abroad” 
— Make-Believe,” Economist, November 30, 
1946). 
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allocated with reference to the requirements 
of the domestic economy. Imports are con- 
trolled to an even greater degree by state 
importing monopolies, by bulk purchasing 
through government-controlled associations, 
or through a system of import licensing and 
exchange controls. We cannot measure the ex- 
tent to which foreign trade is planned or con- 
trolled by the amount of trade directly in the 
hands of governmental agencies. Moreover, 
nations which seek by direct governmental 
action to fix prices and influence the character 
of home production and distribution must 
inevitably exercise control over their for- 
eign trade. 

But, as I understand Salera’s argument, 
even a fairly substantial amount of planning 
will not significantly change the results as 
compared with an unplanned economy—so 
far as the balance of payments, prices, and 
the character and direction of foreign trade 
are concerned—so long as the planners oper- 
ate rationally and in accordance with I.T.O. 
rules of fair trading. Dr. Salera apparently 
has in mind a system of partially controlled 
internal and external trade and production 
in which all decisions, as to what and how 
much to produce for home consumption and 
export and what to import, are made with 
reference to a careful comparison of produc- 
tion costs at home with world market prices. 
Under such ideal conditions the results 
would approach those which might occur in 
a purely competitive world. There are, how- 
ever, several reasons why nations choose not 
to permit a close relationship between in- 
ternal and external prices or to base their 
decisions as to what to import and to export 
on a comparison of internal prices and costs 
with external prices. First, there is the in- 
ability or unwillingness of nations to make 
the structural adjustments which are neces- 
sary for the most economical use of their re- 
sources in terms of the current world price 
structure. Responsibility for this may lie in 

3 For a brief discussion of trade practices among 
European countries see United Nations Economic 
and Social Council, A Survey of the Economic Situa- 
tion and Prospects of Europe, March 30, 1948 (Wash- 
ington, D.C.: Government Printing Office, 1948), 
pp. 102 ff. 
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the existence of vested interests, a lack of 
capital for developing new industries, or the 
desire for self-sufficiency. Second, a large 
part of the time nations are faced with 
either chronic unemployment or chronic in- 
flation, both of which will lead countries to 
adopt foreign trade policies which violate 
the principles of greatest comparative ad- 
vantage. The ambitious capital develop- 
ment programs, the pressures for higher 
real incomes and general social betterment 
for the masses, together with the greatly ex- 
panded peacetime military budgets, which 
characterize most of the countries of the 
world today, may very well mean the per- 
petuation of present inflationary conditions 
for a generation or more. Finally, we must 
consider the possibility of a more or less 
chronic balance-of-payments disequilibrium 
for many countries in the postwar period. 
The loss of pre-war sources of invisible in- 
come, the expanded demand for imports 
needed for long-range reconstruction and 
development projects, the loss of important 
export markets, the depletion of raw-mate- 
rial resources, and changes in the propensity 
to consume and to import will require struc- 
tural adjustments in the world economy 
which may require a generation or more to 
complete. The kinds of price and income ad- 
justments which Dr. Salera speaks of are 
not likely to operate very smoothly in such 
an environment. 

The specific point with which Dr. Salera 
takes issue is my statement that, when all 
or a major part of a nation’s foreign trans- 
actions are planned, that nation will be able 
to determine in advance whether or not it 
will have a deficit or a surplus in its balance 
of payments. Dr. Salera bases his objection 
on the grounds that, even in the most com- 
pletely planned system, the economic dic- 
tators are not likely to be so successful. How- 
ever, if my statement is read in its proper 
context, it is clear that what I was discuss- 
ing was not the efficiency of the planning au- 
thority but the significance of the traditional 
concept of equilibrium for a country with 
planned trade.‘ The essential point is that 


4 My original article, op. cit., p. 503. 


the trade balance is not determined by the 
interaction of external demand and supply 
upon freely competitive markets within the 
economy but that in state-trading and in- 
ternally planned economies the economic au- 
thority may, within limits, determine the 
balance through its own actions as buyer 
and seller. Even in a “mixed” system, which 
Dr. Salera believes is emerging as the domi- 
nant type of economy, the government could 
maintain a payments deficit for an indefi- 
nite period by sponsoring development proj- 
ects requiring large amounts of foreign 
equipment and materials or a diversion of 
domestic resources from the export indus- 
tries, provided, of course, that means are 
available for meeting the deficit. This does 
not necessarily mean that the economic au- 
thorities will ignore international price-cost 
relations in violation of the provisions of the 
I.T.O. charter. There is nothing in the char- 
ter which denies members the right to allo- 
cate resources, to fix prices of domestically 
produced commodities, to develop new in- 
dustries or expand old ones, or to introduce 
other measures which, while influencing the 
character of internal production and trade, 
are not in direct conflict with the fair inter- 
national trading regulations of the charter. 

It will be readily admitted that almost 
everything a country does in the way of in- 
terference with the operation of free markets 
within its economy affects in some way its 
foreign trade. But a careful reading of the 
I.T.O. charter will reveal a large number of 
exceptions to the general rules covering 
most of the objectives which internal plan- 
ning and controls are designed to achieve. 
In fact, if the governments represented at 
the Havana conference believed that mem- 
bership in the I.T.O. required them to be- 
have in the ideal fashion which Dr. Salera 
envisages, there would be few ratifications 
of the charter. 

Dr. Salera advances the thesis that, in 

’ Chapter iii of the Havana Charter for an In- 
ternational Trade Organization also provides for 
certain exceptions to the general rules of the charter 
with respect to the use of restrictions and discrimi- 


natory arrangements for countries engaged in eco- 
nomic development and reconstruction programs. 
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“mixed” economies, the balance of pay- 
ments will be determined in much the same 
manner as in wholly unplanned economies 
even though the unplanned sector is rela- 
tively small. His argument is based on the 
assumption that state-trading enterprises 
will operate in accordance with I.T.O. rules 
which require them to buy and sell at home 
or abroad on a nondiscriminatory basis and 
in accordance with ordinary commercial 
practice. Granting that state-trading or- 
ganizations will in fact operate in this fash- 
ion, Salera has overlooked the underlying 
internal economic controls which are re- 
flected in their decisions. In the typical 
“mixed” economy (e.g., the United King- 
dom), domestic government measures stop 
short of full state control in most sectors of 
the economy, but they substantially alter 
the workings of the pricing mechanism. Es- 
sential raw materials are allocated between 
domestic uses and exports; domestic con- 
sumption is controlled by rationing, heavy 
excise taxes, and price controls; and imports 
and exports are governed not so much by 
price-cost relations as by allocation and 
quantitative trade controls. In this way na- 
tions may control their trade and balance of 
payments to a substantial degree independ- 
ently of external and internal price-cost 
comparisons. Even where free markets in 
certain commodities are permitted, it is 
dificult to understand Dr. Salera’s state- 
ment that “a mixed system gives the balance 
of power to the price-response transactions in 
the sector of unplanned international trade.” 
It is in the planned sector that compensa- 
tory adjustments can more readily be made, 
so that if, for example, there occurs an un- 
expected trade surplus in the unplanned 
sector, the controlled sector can expand its 
purchases if it chooses. Moreover, as Pro- 
fessor D. H. Robertson said in a recent ad- 
dress, “‘What are politely called ‘balance of 
payment difficulties’ do not necessarily drop 
like a murrain from heaven, but .. . any 
nation which gives its mind to it can create 


*See Havana Charter, Article 29; see also my 
discussion in “The ITO Charter,” American Eco- 
nomic Review, June, 1947. 
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them for itself in half an hour with the aid 
of the printing press and a strong union 
movement.””? 

The burden of the discussion of planned 
economies and equilibrium in my original 
article was that the Monetary Fund cannot 
under these circumstances rely on the more 
or less automatic credit and repayment pro- 
visions implied in the Articles of Agreement 
and that planned deficits which are not sim- 
ply the result of free-market forces are pos- 
sible. Most certainly, unplanned deficits 
in controlled economies will occur, and, if 
they are shown to be of a short-term char- 
acter, it is quite proper for the Fund to as- 
sist in financing them. However, it should 
be borne in mind that balance-of-payments 
equilibrium for a planned economy involves 
a somewhat different concept of equilibrium 
from that employed with respect to econ- 
omies with free markets. In the case of state- 
controlled economies, disequilibrium may 
simply mean that the best-laid plans did not 
pan out! 

Dr. Salera’s criticism of my statement 
regarding the significance of exchange rates 
in a world of planned economies is relevant 
to this point. So long as nations choose to 
control their trade independently of the 
pricing mechanism, the exchange rate may 
be of little importance. For example, the 
rate of 5.3 rubles to the dollar bears almost 
no relation to domestic prices in the 
U.S.S.R.* Even under a “mixed” system the 
government may determine the volume of 
imports and the proportion of the output of 
important classes of commodities to be set 
aside for export. Under these circumstances 
the principal significance of the exchange 
rate may be its influence on the demand for 
exports, unless exports are subsidized at 


? Economic Journal, December, 1947, Pp. 434. 


*It is interesting to note that Article IV, Sec- 
tion se, of the Monetary Fund Agreement provides 
that “a member may change the par value of its 
currency without the concurrence of the Fund if 
the change does not affect the international trans- 
actions of members of the Fund.” This provision 
was adopted at the insistence of the U.S.S.R. 
delegates to the Bretton Woods Conference in July, 
1944. 
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prices below domestic costs. This is not to 
say, however, that even completely con- 
trolled economies should not seek an appro- 
priate level for their exchange rates. In fact, 
I stated in my original article that the adop- 
tion of a realistic pattern of exchange rates 
is desirable for all countries, including state- 
trading countries, if the maximum benefits 
from trade are to be realized.’ Moreover, 
the principal point of my argument, which 
Salera does not reveal, is that there is a need 
for a more positive approach to exchange- 
rate determination on the part of the Fund, 
as opposed to the essentially negative one 
implied in the “Articles of Agreement.” 

I want to mention a final point which Dr. 
Salera raises with respect to my interpreta- 
tion of Article VIII, Section 2(a), of the 
Fund Agreement, which states the obliga- 
tion of members not to “impose restrictions 
on the making of payments and transfers for 
current international transactions.” The 
point made in my original article was that, 
in the case of Fund members which main- 
tain controls on capital movements, foreign 
balances acquired in the course of current 
transactions may properly be controlled by 
the government even though the country 
has assumed the obligations of Article VIII, 
Section 2(a). Although the member is ob- 
ligated to permit payments and transfers for 
legitimate current transactions—i.e., those 
which are not in violation of quota or other 
import restrictions of a nonfinancial nature 
—the member may require its exporters to 
surrender the foreign-exchange proceeds of 
exports to the exchange authorities. This 
right of a member is indispensable to any 
workable system of capital-export contro! 
and is entirely consistent with the Fund 
Agreement. Moreover, members may co- 
operate with one another “for the purpose 
of making the exchange control regulations 
of other members more effective, provided 
that such measures and regulations are con- 
sistent with this Agreement.’’*® This same 
section also states that “exchange contracts 


9 My original article, op. cit., p. 501, n. 9. 
© Article VIII, Sec. 2(6). 





which involve the currency of any member 
and which are contrary to the exchange 
control regulations of that member main- 
tained or imposed consistently with this 
Agreement shall be unenforceable in the 
territories of any member.’”’ Dr. Salera has 
quite correctly criticized me for illustrating 
the application of this provision by an ex- 
ample which involves an illegal transaction 
in a foreign currency rather than the cur- 
rency of the country whose regulations had 
been violated. This technical error, how- 
ever, in no way affects my basic argument. 
Moreover, it is clear from the provision al- 
ready quoted that the Fund Agreement im- 
plies co-operation among members in the 
enforcement of all exchange control regula- 
tions which are imposed in conformity with 
the Agreement. I recommend that Dr. Sa- 
lera study the Canadian exchange control 
system with respect to this problem, since 
Canada is a member of the Fund which main- 
tains capital controls of the type indicated 
above but does not employ exchange con- 
trols for the purpose of restricting imports.”" 

In conclusion I would like to correct any 
impression which may have been given by 
Dr. Salera’s note that I consider our inter- 
national economic agreements to be of little 
value. On the contrary, I believe that they 
are essential to the building of orderly trad- 
ing relations in the postwar world. My pri- 
mary interest—to which I devoted consid- 
erable space in my original article (but 
which my critic almost completely ignores) 
—was to suggest ways in which our inter- 
national economic institutions might better 
serve a world which may turn out to be 
quite different from that which was antici- 
pated at the time these institutions were 
conceived.” 


UNIVERSITY OF VIRGINIA 


"Canada maintains exchange restrictions only 
on capital movements and tourist expenditures. 


2One of my concrete suggestions was that the 
Fund might facilitate regional multilateral clearing. 
I have discussed the need for such arrangements in 
my article, “Regional Multilateral Payments Ar- 
rangements,” Quarterly Journal of Economics, 
August, 1948, pp. 500-518. 
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The United States at War, Vol. I: Development 
and Administration of the War Program by the 
Federal Government. Prepared under the 
auspices of the COMMITTEE OF RECORDS OF 
War ADMINISTRATION BY THE WAR REC- 
orpDS SECTION OF THE BUREAU OF THE 
Bupcet. Washington, D.C., 1947. Pp. xv+ 
555. $1.00. 

This volume represents the culminating 
study of the “War Records Series” on the ad- 
ministrative experience of federal agencies in the 
war. Unlike the reports prepared by the other 
agencies, this, the Budget Bureau’s report, is 
concerned not with particular programs or sets 
of programs but with the whole panorama of the 
war effort from pre—Pearl Harbor to post-V-J 
Day. Its primary emphasis is administration, 
and it covers both the domestic and the inter- 
national scenes as viewed from the agency struc- 
ture-operations point of view. It has very little 
to do with assessment of the broad social, eco- 
nomic, and political forces which did so much 
to shape the character of the war effort; despite 
an effort to include these elements in the study, 
the treatment is much too formal and restricted 
to give any real understanding of these more 
basic forces. The analysis and discussion in this 
volume are too superficial to grasp the more 
fundamental and pervasive sociological forces 
which were at work; what Chester Barnard re- 
fers to as informal, as distinct from formal, or- 
ganizations is almost wholly missing. As a result 
the picture presented is static in spite of at- 
tempts to make it move, for the moving forces 
lay in the informal organizations. The impres- 
sion of the war effort that is conveyed is one of 
deliberate study and careful consideration of 
memorandums at the presidential level before 
critical changes were put into motion. As is well 
known, much of the war program consisted of 
sheer improvisation in response to’ various 
forces—what the authors sometimes refer to as 
“flexibility.” 

The volume is worthy of careful study by all 
students of social policy. Its coverage is broad, 
and, whatever objections exist to the principles 
of selection and the few, relatively minor, mis- 
takes, it must be admitted that this volume will 
for years to come be the most reliable and com- 


prehensive view of the war effort available.‘ In 
fact, the whole volume constitutes an encomium 
to Harold Smith, wartime director of the Budg- 
et Bureau, and is itself a manifestation of his 
prescience, since it was he rather than Roosevelt 
(as administrative mythology would have us 
believe) who, early in the war, saw the potential 
value of orderly study of our wartime experience 
and began careful preparation for the war rec- 
ords studies. 

Harold Laski is reputed to have character- 
ized the Budget and Accounting Act as the turn- 
ing-point in our government from the strong 
legisture to the strong executive. This trend was 
reinforced, following the Brownlow Committee 
reports, with the reorganization acts, which re- 
sulted in the formation of the Executive Office 
of the President and the transfer of the Bureau 
of the Budget from the Treasury to the Execu- 
tive Office with expanded responsibility. This 
volume is a report on the remarkable contribu- 
tions of that agency during a period of crisis and 
a case study in administrative planning as dis- 
tinguished from administrative management. 
Time after time the Bureau saw impending ad- 
ministrative clashes and deficiencies, gave care- 
ful preparatory thought and study to the situa- 
tion, educated both President and agency heads, 
and effected practicable solutions to problems as 
they developed. Moreover, Smith was wise 
enough to “cut off” and resist the temptation to 
control and improve day-to-day agency opera- 
tions. By and large, the Bureau was restricted to 
a staff role. 

The book is officially divided into five parts: 
(1) “Prelude to War,” (2) “Defensive War,” 
(3) “Full Tide of War,” (4) ‘‘Postlude to War,” 
and (5) “Appendices.” Actually there are three 


*Most serious of the omissions is the whole 
pricing program of the military agencies, from loose- 
pricing to close- and company-pricing and pre- 
determined termination charges—as well as _re- 
negotiation by contract and by companies with its 
close relation to the stabilization, fiscal, production, 
and procurement programs. The omission is the 
more remarkable since the Budget Bureau was itself 
active in these fields and since these programs con- 
stituted one of the most ingenious and interesting 
adaptations of economic principles to adminis- 
trative requirements. 
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major subdivisions: (1) preparation for war, 
(2) operations and agency experience, and (3) 
preparation for the postwar transition. In addi- 
tion, there is an interesting chapter containing a 
comparative study of Nazi-Japanese experience. 
The enemy economies come off somewhat the 
worse in the comparison, not so much because 
of our greater ‘‘flexibility,”’ as the authors be- 
lieve, but because of the inescapable dictatorial 
vice of excessive secrecy—a comparative assess- 
ment which remains valid for our own cloak- 
and-dagger agencies. 

Part I, which might be subtitled ‘“Govern- 
ment by Public Opinion Survey,” can be 
omitted by the reader without much loss and 
with some saving of time. It attempts to trace 
the ebb and flow of public opinion and the reper- 
cussions on the complicated administrative 
structure which was burgeoning forth during 
“the great debate.” The charts and statistics 
presented are something less than convincing, 
and (as in other portions of the study) the sta- 
tistics are not integrated into the presentation. 
From page 99 on the book is worth reading, but 
the real meat, for economists at least, begins on 
page 235 with the fight against inflation. 

The book is organized by agency and by pro- 
gram (with somewhat more emphasis on the 
former), covering separately both domestic and 
international areas. Representing a team ap- 
proach (written by at least eight persons and 
co-ordinated by several more) and organized by 
these multiple principles, the book is unavoid- 
ably repetitious. Hence the reader need have 
little fear in starting rather late in the book— 
unless he is interested in complete detail. The 
study suffersfrom both the virtues and the defects 
of the team approach: It has breadth and wealth 
of detail but is barren of insight and point of 
view. 

One of the things that the study brings out is 
the fact, not commonly understood, that we 
were guilty not only of “‘too little and too late” 
but also of “too much and too soon.” (Of the 
two excesses, it is difficult to determine which 
did the more damage.) We were guilty of each 
of these errors both wholesale and piecemeal, 
and, should another such crisis arise, we will 
doubtless be guilty again. The discussion of 
these errors is honest and provoking. In fact, the 
book is remarkable, as such books go, for the 
honesty with which it discusses the administra- 
tive and political schizophrenia of many of the 
war programs. (Particularly interesting is the 
discussion of the food, information, and man- 
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power programs.) Moreover, the book is less 
offensive than other studies in the series with 
regard to chest-thumping recitations of accom- 
plishment, with scarcely a thought to whether 
more could have been accomplished if the whole 
agency under study had been eliminated. 

For the future, the book contains two things 
of importance for students of the social scene. 
One is the impending pulverization and re- 
orientation of the State Department vis-a-vis 
the world of international affairs. The other is 
the role of the Executive Office of the President 
and the use of the “Washington committee.” 
The bulk of the war agencies emerged from 
small beginnings in various sectors of the Execu- 
tive Office and particularly the (small and pre- 
viously unnoticed) Office for Emergency Man- 
agement. Apparently life begins in Washington 
with a committee. (It is not necessary to remind 
economists that the Council of Economic Ad- 
visers is a committee in the Executive Office of 
the President.) The agency evolves from the 
committee in times of crisis and begins to take 
shape. Apparently the war pattern was: (1) the 
advisory committee or council, (2) the policy 
and administrative committee, (3) committee 
disintegration and agency formation, (4) co- 
ordination among the disintegrated units, (5) 
reorganization, and (6) integration or dissolu- 
tion. Whether this is a law of agency growth, a 
rule of good administration, or merely a reflec- 
tion of our governmental structure is impossible 
to tell from the pages of this volume. 

These are the milestones and points of inter- 
est for purposes of this review. Students of other 
disciplines and other economists will undoubt- 
edly find other points to their interest. 

There is one further comment which can be 
made, although it is more a matter of taste than 
of criticism. (It is not unconnected, however, 
with the excessive preoccupation of the study 
with formal organization and memorandums, 
noted at the outset of this review.) The book is 
almost uniformly successful in eliminating the 
color and drama of the wartime scene. In this 
presentation the war seems to have been in the 
hands of Chesterton’s “new unhappy lords”: 


Lords without anger and honour, who dare not carry 
their swords. 
They fight by shuffling papers; they have bright 
dead alien eyes; 
They look at our labour and laughter as a tired man 
looks at flies. 
WILLiamM CooPER 


Carnegie Institute of Technology 
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The Fiscal Impact of Federalism in the United 
States. By James A. MaxweELt. (“Harvard 
Economic Studies,” Vol. LXXIX.) Cam- 
bridge: Harvard University Press, 1946. 
Pp. xvi+427. $5.00. 

This very useful study of federal-state fiscal 
relations in the United States opens with a short 
history of the growth of the federal financial 
power and the fiscal problems raised by the fed- 
eral system of government. The problems are 
more clearly defined in the second chapter, 
which develops a familiar thesis. The basic fiscal 
problem of federalism is that, to an increasing 
extent, states have had more duties than they 
could finance. Centralization of functions would 
be a very undesirable solution in any heteroge- 
neous country and, in the United States, is 
blocked by constitutional limitations. Federal 
grants present another approach to a solution 
but involve a dilemma: such grants result in im- 
portant transfers of resources from wealthy to 
poor areas; to avoid severing financial responsi- 
bility and control (with resulting wasteful ex- 
penditures), the grants should be tightly condi- 
tioned; but such conditions impair state sover- 
eignty and “prescribe uniformity where there 
are deep-seated reasons for diversity” (p. 39). 
Federal-state tax conflicts also grow out of the 
different distributions of governmental func- 
tions and revenues; in order to finance their 
functions, the states tend to utilize sources of 
revenues which they are ill equipped to admin- 
ister. 

Most of the book comprises a historical sur- 
vey. Nine chapters are devoted to major groups 
of governmental functions: defense, justice and 
police, education, public assistance, relief and 
work relief, public works administration, public 
roads, public health, and unemployment com- 
pensation and unemployment offices. Each of 
these chapters brings together the more impor- 
tant facts concerning its group of functions and 
traces the relevant history of federal-state rela- 
tions. Next is a chapter on “The Public Do- 
main,” which, in its discussion of the regulation 
of the oil industry, approaches, if it does not go 
beyond, the boundaries of public finance. In gen- 
eral, however, in all the historical chapters the 
author has discriminated nicely in including and 
excluding materials according to their bearing 
on federal-state fiscal relations. 

Tax problems, with special emphasis on fed- 
eral-state tax conflicts, are discussed in four 
chapters: taxation of income, commodity taxa- 
tion, death taxes, and government instrumen- 
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talities. The treatment is both historical and 
analytical and achieves a compact presentation 
of the principal intergovernmental problems 
relating to taxation. 

In his final chapter the author presents his 
views on policy for federal-state fiscal relations. 
He believes that there will be an inevitable dis- 
parity between the financial resources of various 
units of government and the functions which 
they can best perform, and he thinks that this 
disparity can best be met by increased federal 
grants-in-aid. Additional grants-in-aid from the 
federal government to the states should be de- 
signed to equalize burdens rather than to stimu- 
late performance and thereby distort the pat- 
tern of state expenditures. Existing grant struc- 
tures should be revised. Grants should be condi- 
tional, but the fiscal dilemma of conditional 
grants may be reconciled by using the grants 
only to bring state performance of important 
functions up to a minimum level, by grouping 
grants for related services, and by providing for 
flexible, discretionary application of conditions. 

As measures of reducing tax conflict he rec- 
ommends that the federal government assume 
the full administration of the income tax; that 
further trial be given to death-tax credits, al- 
though eventually the federal government 
should take over the death taxes; that the gen- 
eral sales tax be left to the states, with federal 
intervention to secure nondiscriminatory taxa- 
tion of interstate commerce; that gasoline taxes 
be left to the states; that the federal govern- 
ment collect the tobacco tax and share the 
revenue with the states; and that the federal 
government gradually retire from the liquor tax 
field, imposing conditions to eliminate discrimi- 
natory state taxes. 

The author takes the position that the tax 
changes can best be made by means of an inves- 
tigation carried out by “leaders of national rep- 
utation who carry authority and command pub- 
lic respect.” He sees the problem as one to be 
solved as a whole, not piecemeal, and holds that 
little or nothing will be achieved by research 
alone. 

Proponents of centralization may be im- 
patient at the author’s insistence on federalism. 
Residents of wealthy states may dislike his con- 
clusions that there should be more transfers to 
poorer areas. State administrators and politi- 
cians may not be pleased at the proposed condi- 
tions on federal grants or on the proposed broad 
discretion to federal agencies in applying the 
conditions. Idealists may object to the proposed 
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limitation of support to minimum levels of per- 
formance. In view of these possible reactions the 
author appears justified in his conclusion that 
“the program follows the middle of the road” 
(p. 409). 

Roy BLouGH 
University of Chicago 


Production in the United States, 1860-1914. 
(“Harvard Economic Studies,” No. 82.) By 
Epwin Frickey. Cambridge, Mass.: Har- 
vard University Press, 1947. Pp. xii+ 26s. 
$4.00. 

Organization of scattered statistics is a neces- 
sary step in the study of economic change. For 
that reason every student of our economic 
growth, particularly during the interesting pe- 
riod of expansion following the Civil War, will 
benefit from this volume by Edwin Frickey. It 
is essentially an appendix to his outstanding re- 
port on Economic Fluctuations in the United 
States (1942) and explains in detail the construc- 
tion of the indexes of production in manufactur- 
ing and in transportation and communication 
first presented there. The underlying production 
data, the techniques of combination and adjust- 
ment, and the final indexes are described in de- 
tail. Most of the indexes cover the full period, 
1860-1914, and are for annual periods. No at- 
tempt is made to add to the earlier report’s in- 
terpretation of the results. Like the Statistical 
Abstract, the present volume is useful principally 
for reference purposes. 

What new data has Frickey mobilized? As 
compared with other indexes—such as A. S. 
McLeods’ annual index of factory output begin- 
ning in 1863 (given in Warren M. Person’s 
Forecasting Business Cycles [1931]) or Walter W. 
Stewart’s annual manufactures index beginning 
in 1890 (American Economic Review, March, 
1921)—Frickey’s index of manufacturing is sig- 
nificantly broader in coverage. And Frickey’s 
index of transportation and communication 
compares even more favorably with previous 
indexes. However, as compared with the pro- 
duction data assembled and analyzed (though 
not summarized in ordinary index-number 
form) in A. F. Burns’s Production Trends in the 
United States since 1870 (1934), there is no im- 
portant advance, except for a fresh examination 
of the railway data prior to 1890. 

One reason that Burns did not himself derive 
an index from his collection of series lay in his 
conviction that even his collection, superior 


though it was to previous collections, fell short 
of “satisfactory standards of quantity and qual- 
ity” (p. 261 n.). This judgment raises a seri- 
ous question about the representativeness of 
Frickey’s indexes since his data, as just indi- 
cated, are no more complete than Burns’s. Con- 
sider the industries not covered by Frickey. His 
food-manufactures group includes only wheat 
flour, sugar, coffee, and chocolate products; 
such important items as meats, canned foods, 
and butter and cheese are omitted. The great 
variety of chemicals produced in the census of 
manufactures industry, “chemicals, not else- 
where classified,” is unrepresented. Automobiles 
are included, but carriages and wagons are 
omitted. All stone, clay, and glass products, all 
types of machinery (other than transport equip- 
ment), pianos, and other important products of 
manufacturing are not covered. As for the trans- 
port index, traffic through the Sault Ste Marie 
and New York canals, but no other inland- 
waterway traffic, is included. “Automobiles in 
use” are introduced by Frickey beginning with 
1899, but horse-drawn vehicles are omitted. 

Indeed, except for automobile production 
and use and number of telephone conversations, 
all series directly representing new products or 
industries are excluded. This is done even if the 
series are available, in order to attain the “cru- 
cial qualities of continuity and comparability 
over time” (p. 5). But Frickey’s own exceptions 
indicate that to him these qualities were not 
really of overriding importance. This is further 
suggested by his inclusion of a number of series 
representing “consumption” of materials in 
manufacture. A series on cotton or rubber con- 
sumption does not necessarily provide a really 
“continuous and comparable” measure (in 
Frickey’s sense) of the production of the many 
changing products—some new—made from cot- 
ton or rubber. In view of the meticulous care 
with which Frickey usually treats such matters 
it is puzzling that he spent so little time in dis- 
cussing the choice between “continuity” and 
“coverage,” and in experimenting witli various 
indexes and bases in order to determine the 
effect of different choices on these competing 
“qualities.” 

The recent publication of W. H. Shaw’s 
Value of Commodity Output since 1869 (1947) 
makes it possible to derive still another index of 
manufacturing production, representing the 
value of all the final end-products of manufac- 
turing, deflated by a “representative” price in- 
dex. Frickey’s index represents the value (in 
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constant prices) added by a sample of manufac- 
turing processes—it is the mean of a sample of 
series on physical output, at various stages of 
fabrication, weighted by the value added at each 
stage. Methodologically and statistically, then, 
the two indexes differ considerably. Concep- 
tually also they differ, though Frickey would 
interpret his index of factory output in such a 
way as to imply conceptual identity with Shaw’s 
(p. 63). If we agree with Frickey, we may con- 
sider the two to be different estimates of the 
same thing. How close are they? 

Shaw’s data are available for 1869, 1879, and 
annually after 1889. During the period after 
1889 Frickey’s series shows much more violent 
cyclical fluctuations than Shaw’s. The differ- 
ences in trends over the whole period are indi- 
cated by the accompanying tabulation of the 
indexes for the first three census years and the 
“peak years” common to both series. The ques- 


INDEXEs oF Factory OutPuT (1899: 100) 


Year Frickey Shaw 
eer rrr 25 21 
Bi cécscsesusss 2 42 
i 67 
Sb siicivasksaew. 2 81 
1903 . 126 122 
1907 . 156 148 
1gI3.. . 203 179 


tions the tabulation raises must be left to close 
students of both Frickey’s and Shaw’s volumes. 
Perhaps most surprising, in view of Frickey’s 
policy of omitting new products, is the fact that 
the upward trend since 1879 is steeper in 
Frickey’s than in Shaw’s measure. The inclusion 
of automobiles by Frickey does not explain this 
entirely, even for the period after 1899. 

We do not yet have as complete and as ac- 
curate statistics on our post—Civil War growth 
as we would like. But what we do have we owe 
to such workers as Edwin Frickey. 


SOLOMON FABRICANT 
New York University 


Economic Policy and Democratic Thought: Penn- 
syluania, 1776-1860. By Louts Hartz. Cam- 
bridge, Mass.: Harvard University Press, 
1948. Pp. xv +366. $4.00. 


Following shortly upon the appearance of the 
Handlins’ study of Massachusetts, this is the 
second volume dealing with the relation of the 
state to economic life to be published under the 
auspices of the Committee on Research in Eco- 
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nomic History of the Social Science Research 
Council. 

Part I is introductory in character. Part II, 
which makes up nearly half of the book, deals 
with the state as promoter and entrepreneur 
and discusses in detail the state’s policy 
toward corporations, its investments in the 
stock of private corporations, and its pub- 
lic works. Part III, constituting a third of 
the book, describes the controversies arising 
over state regulation of slaves and indentured 
servants, labor conditions, the liquor trade, 
debtors, and corporations. The short summary 
in Part IV is entitled “The Myth of Laissez 
Faire.” Unfortunately, as in the case of the 
Massachusetts study, there is no account of the 
expanding economic activities of the various 
units of local government, thus leaving a serious 
gap in the picture. 

Although background conditions in Pennsyl- 
vania differed somewhat from those in Massa- 
chusetts—notably as regards the greater extent 
of the state’s activities in mixed corporations or 
public works and the more varied sectional or 
group interests—the general trend of thought 
regarding the relation of the state to economic 
life was very similar in the two states. Professor 
Hartz concludes: “It is apparent that the theory 
of economic policy reflected a synthesis of two 
major traditions: the ancient acceptance of state 
action ...and the newer tradition of demo- 
cratic thought.” Though often interpreted as 
antithetical, “‘they formed a dominant synthesis 
in Pennsylvania thought” (p. 307). “The social 
responsibility of government remained one of 
the key premises of politico-economic thought” 
(p. 235); after 1840, however, as in Massachu- 
setts, this doctrine was increasingly challenged. 
Labor legislation was generally accepted as 
within the proper sphere of government; curi- 
ously, it was the extreme demands of the prohi- 
bitionists which “unwittingly ...opened a 
breach in that implicit acceptance of the legiti- 
macy of state power which hung over from the 
colonial era”’ (p. 219). The controversy over the 
power to control corporations, posed by the 
Dartmouth College and later decisions, was 
crystallized in the disputes over the charter of 
the Second United States Bank in 1835 and that 
of the Pennsylvania Railroad and its taxation in 
the 1850’s. 

The early opposition to state ownership, 
which was based not on theory but on cost and 
practicability, by 1826 had given way to ac- 
ceptance of the policy as sound, and an outburst 





of activity followed. After 1837, when the re- 
sulting debt—combined with the corruption, 
the inadequate control, and the disappointing 
economic results of enterprises—left the state’s 
finances in a desperate situation, the popular re- 
action resulted in a policy of rapid disposal of 
the state’s public works and its stockholdings in 
mixed corporations. Supplemented by the rising 
ability of private enterprise to meet social needs, 
this led by 1860 to the conviction that state 
undertakings were both inexpedient and undem- 
ocratic. 

This and other examples show that, just as in 
Massachusetts, immediate conditions and spe- 
cial group interests largely shaped state action. 
For the masses adherence to any basic principle 
or theory as to the proper scope of state activi- 
ties was never strong, though special interests 
often appealed on some such basis for support of 
their programs. This is made the more evident 
by the author’s great care in analyzing logical 
implications and in consistency of the arguments 
advanced by different groups; for it is made 
clear that such matters were of little concern to 
the protagonists of any specific line of action. 
“However loudly ‘first principles’ might be in- 
volved, they were derived not from history or 
tradition but from the contemporary meta- 
physics of their expounders” (p. 167). 

Professor Hartz has produced an excellent 
work, judicial in tone and scholarly in charac- 
ter. The careful documentation shows extensive 
use of newspapers, legislative proceedings and 
documents, legal decisions, and pamphlet mate- 
rial. As compared with the failure to cover most 
economic activities of local governments, his 
slighting of such issues as the struggle to elim- 
inate lotteries or to control the auction system 
is of minor importance. 

CHESTER W. WRIGHT 
University of Chicago 


Trends in Output and Employment. By GEORGE 
J. Sticter. New York: National Bureau of 
Economic Research, Inc., 1947. Pp. ix+67. 
$1.00. 


This little essay is the eleventh in a series of 
studies dealing with changes in production, em- 
ployment, and productivity in American indus- 
try since the beginning of the twentieth century. 
Professor Stigler summarizes the findings of the 
preceding studies in their relation to three ques- 
tions: 
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1. How has the magnitude and composition of out- 
put—the end product of economic activity— 
varied over time? 

2. How has labor—the most important of our scarce 
resources—changed in amount, composition, and 
distribution? 

3- What changes have taken place over time in the 
efficiency with which labor is utilized? 


A chapter is devoted to each question and the 
author provides a short summary and some con- 
cluding observations on the implications of these 
studies for economic theory. The essay is lucidly 
written, but its usefulness depends upon the in- 
terests of the reader. It will be particularly use- 
ful for those who desire a concise statement of 
the general trends in output, employment, and 
productivity and of the conceptual problems 
involved in measuring and evaluating these 
trends. For the technicians in the productivity 
field the book contains little new data or 
analysis. 

There are, however, several observations in 
the book that can profitably be discussed. 
Stigler is correct in pointing out the lack of 
factual information on the noncommodity-pro- 
ducingindustries, especially the consumer and 
business service groups. This lack of empirical 
knowledge is due both to our tardiness in realiz- 
ing the economic importance of such industries 
and to the expense involved in collecting ade- 
quate statistics in this field. The importance of 
the service group is indicated by the fact that in 
1939 more persons were employed in hotels and 
lodging places than in blast furnaces, steel 
works, and rolling mills. The industries covered 
in the preceding volumes of this series—agricul- 
ture, manufacturing, mining, gas and electric 
light and power, and steam railroads—ac- 
couated for only 40 per cent of the national in- 
come for the 1919-38 period. They were respon- 
sible for about nine-tenths of commodity pro- 
duction and for about one-tenth of noncom- 
modity production. 

The author, however, tends to exaggerate the 
importance of the service industries when he 
observes that their growth may yet make us a 
nation of small shopkeepers. In the first place, 
it is doubtful whether the service industries will 
provide a relatively greater field for employ- 
ment in the future than they have in the past. 
The percentage of nonfarm employment in the 
service industries—commercially operated serv- 
ices, professional and nonprofit services, and 
domestic services—has actually been declining 
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since 1870." Even if we exclude domestic serv- 
ices, these industries were a source of no more 
relative employment in 1930 or 1940 than in 
1870. This relative stability was maintained 
within a period that covered the great shift from 
the household to the market economy. Second, 
even if the services should expand more rapidly 
asa result of new wants, large enterprises might 
invade this field as they have others. 

Productivity in the broad sense is the rela- 
tion between production and virtually any de- 
sired factor of input. It may be measured in 
terms of the use of materials, of capital equip- 
ment, of energy, of labor, and of other factors. 
For example, in terms of materials, the electric- 
power industry currently produces about one 
kilowatt-hour of electric energy per pound of 
coal used, whereas twenty-five years ago it pro- 
duced about one-third of a kilowatt-hour from 
the same amount of coal. It is characteristic of 
any productivity measure, however, that it is 
influenced by any change in any factor of pro- 
duction and not simply by changes in the single 
factor to which production is related. In the 
cotton-garment industry, for example, the shift 
from the “bundle” system to the “‘straight- 
line” system permitted increases of output per 
man-hour of roughly 20 per cent, although no 
new equipment was required by the change. 
The changes in any one measure of productivity 
do not necessarily reflect changes of the same 
magnitude in the total efficiency of the eco- 
nomic system in satisfying our needs. Stigler 
points out this fact, although the evidence he 
presents is, as he says, indicative but not con- 
clusive. 

The author analyzes the dispersion of the 
output per worker and the output per man-hour 
series from their arithmetic mean. He concludes 
that these “are not stable through time, either 
within or among individual manufacturing 
series.” It is interesting to note that, in the re- 
cent postwar period, the annual changes in the 
separate output-per-man-hour series are even 
less uniform than in the pre-war period. This 
lack of uniformity is, in many cases, related to 
another phenomenon discussed in this book, 
namely, dispersion in the rates of growth in the 
production of manufactured goods. Generally, 
the older industries, with a mature technology 
and in which the volume of production has 
changed relatively little, show small changes in 
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productivity. In the manufacture of bread and 
bakery products, for example, in which output 
increased by only 18 per cent from 1924 to 1940, 
output per man-hour was only 3 per cent higher 
at the end of the period. In rayon, a new and 
expanding industry, output per man-hour 
doubled between 1929 and 1934 and very nearly 
doubled again from 1934 to 1939. Production in 
this industry just about kept pace with produc- 
tivity. 

The author evidently took considerable time 
and care in the preparation of this essay. How- 
ever, the illuminating statistical and analytical 
material of the previous volumes in the series 
was not sufficiently exploited. Professor Stigler 
owes the profession another book on the same 
subject written in his usual penetrating manner. 


MARVIN HOFFENBERG 
Washington, D.C. 


Trouble Spots in Taxation: Essays in the Phi- 
losophy of Taxation and Other Public Finance 
Problems. By Harotp M. Groves. Prince- 
ton, N.J.: Princeton University Press, 1948. 
Pp. 105. $2.00. 


This series of informal lectures, delivered at 
the University of Cincinnati, might be described 
as a philosophical guide to tax policy in a free 
economy. Groves’s search for a guiding prin- 
ciple leads him ultimately to the rejection of 
what he calls “opportunism” and the advocacy 
of taxes “. . . that follow some relevant facts in 
the relationship of taxpayers to each other and 
to the government” (p. 104). Despite his strong 
bias toward the income tax, he finally accepts a 
diversified tax system that includes six strategic 
spots: income, motor fuel, wages and salaries 
(social security), land, distilled spirits, and 
death taxes. Thus no place is found for general 
sales or excise taxes, the taxation of property 
other than land, or various business taxes. 

In the course of his explorations he examines 
the proposition of equality, the place of govern- 
ment, the future role of the income tax, and the 
prospects for municipal income taxes. Many 
current problems are analyzed, such as averag- 
ing of incomes, exemptions, taxation of corpora- 
tion profits, evasion and avoidance, and double 
taxation. 

While most students of taxation will prob- 
ably agree substantially with the author’s con- 
clusions, many will be disappointed in the tor- 
tuous reasoning by which they are arrived at. 





Progressive taxation is rationalized on moral, 
political, social, and economic grounds. While 
the social purpose of reducing inequalities in the 
distribution of income and wealth is defended, 
the effects on incentives and economic progress 
are admitted to be uncertain. Groves, neverthe- 
less, believes that if our economy is not hardy 
enough to stand the existing degree of gradua- 
tion, we had better look to a hardier system. 
Progressive taxation is thus essentially an article 
of faith, which holds that the strong have a 
moral obligation to the weak (p. 25). 

The case for a flat-rate municipal income tax 
is no more convincing. Here Groves’s bias 
against the sales tax precludes a fair examina- 
tion of its relevance to the facts of municipal 
life. It is very questionable, for example, 
whether the Philadelphia gross-income tax, as 
presently administered, distributes municipal 
costs more equitably with respect to residence 
than does the New York City sales tax. On 
grounds of ability, the gap left by exemption of 
investment income permits grosser inequalities 
than the moderate regressivity of a sales tax 
that exacts a contribution from all and permits 
fewer loopholes for escape. Local supplements 
and local sharing of state income taxes hold 
some promise in enforcing collection from resi- 
dents, but the sales tax is more rational than 
Groves allows in the allocation of costs to those 
enjoying municipal services. 

On the whole the essays present a well-bal- 
anced evaluation of many controversial aspects 
of taxation. The student of taxation will find 
little here that is new but will be impressed once 
again by the need for an adequate unifying set 
of principles that has yet to be developed. The 
eclectic system of Professor Groves is, neverthe- 
less, probably the best we have to date. 


GEorGE E. LENT 
University of North Carolina 


The National Debt and the New Economics. By 
Seymour E. Harris. New York: McGraw- 
Hill Book Co., 1947. Pp. xix+286. $3.50. 


This book presents information on the size, 
composition, and ownership of the federal debt 
and on its history and probable future. It also 
includes a survey of views on the debt and the 
author’s analysis of public debt and related 
problems. Since the book is hopefully addressed 
to “informed laymen” as well as to economists, 
it includes a statement of some of the elements 
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of the “new” (Keynesian) economics and of 
fiscal policy. 

The author concludes that, while the debt 
may be a burden, there are important offsetting 
advantages, such as the possible contribution of 
the large volume of liquid assets to the mainte- 
nance of demand in periods of deficiency, the con- 
tribution of debt growth to expansion of the men- 
ey supply, and the rise in income and savings that 
accompanies expansion of the debt. He believes 
that the debt will not be dangerous if it is well 
managed and if the national income remains 
high. A low interest rate is viewed as one of the 
most important objectives of good debt manage- 
ment. Even with a low interest rate, the total 
interest charge will be large; hence a well-con- 
sidered tax system, which does not press too 
heavily on either consumption or investment, 
becomes doubly important. The author holds 
that the debt should ordinarily be reduced only 
in inflationary periods; in deflationary periods 
the presumption is that the debt should in- 
crease. 

The book is concerned more with the general 
fiscal-policy considerations associated with in- 
curring a debt (i.e., with deficit spending) than 
with the problems associated with the existence 
of a debt (i.e., with debt management). How- 
ever, the distinction is not always clearly main- 
tained. This may be partially responsible for the 
rather inadequate treatment of alternatives to 
conventional interest-bearing debt, such as 
printing money in lieu of incurring a “debt” and 
monetization of an existing debt. 

Despite the author’s insistence that debt 
policy should be integrated with other economic 
policies, there is relatively little discussion of its 
relation to monetary policy. For example, there 
are only passing references to proposals such as 
those for a secondary reserve for banks and for 
100 per cent bank reserves. Harris recognizes 
that repayment of bank-held debt is deflation- 
ary only to the extent that the banks do not pur- 
chase other assets with the proceeds, and he 
notes that in 1946 a large reduction in govern- 
ment securities held by banks was accompanied 
by a substantial rise in commercial loans and de- 
posits. Moreover, in the twenties, reduction of 
the debt may have supplied additional funds for 
speculative purposes. (Nevertheless, the author 
believes that the reduction was desirable on bal- 
ance.) Yet he makes no specific suggestions on 
how to fit such possibilities into his general pol- 
icy position, which calls for debt reduction as an 
anti-inflationary measure. 
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In opposition to an increase in interest rates, 
the author argues (1) that the supply of funds 
available to the Treasury is not highly elastic; 
(2) that adequate liquid assets are available to 
absorb government securities at present or lower 
rates; (3) that large bank holdings of govern- 
ments are not inflationary so long as the public 
is disposed to hold more cash; (4) that an in- 
crease in rates might destroy confidence and be- 
come cumulative; and (5) that government se- 
curities are quasi-money and that little would be 
gained by inducing conversion of cash into them 
(pp. 252-54). These are important considera- 
tions, but the first four points are certainly de- 
batable, and the fifth point is mainly a conse- 
quence of the present policy of pegging the mar- 
ket rather than an argument for its continua- 
tion. The author’s case will probably not be 
convincing to those who advocate an increase in 
interest rates to mop up funds in the hands of 
the public. On the other hand, he does not give a 
full answer to those who contend that present 
interest payments on bank-held debt are in 
large part an unjustifiable subsidy. 

The book refutes many popular fallacies with 
respect to the public debt and emphasizes the 
paramount importance of the relation between 
the debt and the level of economic activity. 
Much of the extensive factual material included 
is highly useful. 

RICHARD GOODE 
University of Chicago 


Il Sistema tributario e le sue prospettive. By 
SERGIO STEVE. Milan and Rome: Rizzoli, 
1947. Pp. 158. L. 400. 


The author of this book on Italy’s fiscal sys- 
tem and its prospectives is a young and brilliant 
economist who has played an important part in 
official debates on postwar reorganization and 
reform of the public finances of his country. In 
this book he expounds and analyzes the results 
of his studies and experience. 

Professor Steve combines a detailed descrip- 
tion of the tax structure and administration 
with an acute analysis of broader aspects of pub- 
lic finance and the economic and social effects of 
fiscal policies. He traces the development of 
Italy’s fiscal system back to 1913-14 and divides 
it into the following phases: the financing of the 
first World War and its postwar liquidation 
(1914-23); the course of exchange depreciation 
(1923-27); the deflationary effort of the stabili- 
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zation crisis and the world depression (1927-34); 
the costs of war in Ethiopia and intervention in 
Spain (1934-39); and the preparation, conduct, 
and consequences of the second World War 
(1938-46). In the last two chapters the author 
draws his conclusions and advances his own 
proposals of changes in the fiscal system. 

Without losing sight of other aspects, Steve 
regards the tax problem as an economic problem 
and relates it to the fundamental elements of the 
economy, such as the structure and distribution 
of the national income, the trends of the balance 
of international payments, and the composition 
and changes of the population. He takes a 
skeptical view of “optimistic liberalism,” which 
believes that the tax policy may be forged into 
an instrument of social change. He disputes es- 
tablished creeds, such as the distinction between 
taxes for revenue and those having protective or 
stimulating purposes, and the social benefits of 
direct over indirect forms of taxation. He con- 
stantly reminds the reader of the shifting, inci- 
dence, and diffusion of taxation and of the fact 
that, in the long run, prices and incomes adjust 
themselves to the level and distribution of taxa- 
tion. He finds great truth in the saying that 
“an old tax is always a good tax,” tempered by 
Verri’s maxim that new taxes should not “fall 
directly upon the poorer classes.”” He advises so- 
cial reformers that basic changes in the eco- 
nomic system should be made directly through 
changes in the economic structure and not in- 
directly by seeking a gradual evolution through 
fiscal reform. 

This background leads Steve to look forward 
to a continuation in the future of a fiscal system 
“substantially analogous” to the system which 
developed along with the economy of the coun- 
try and existed in pre-war years. The changes he 
proposes would affect specific taxes, and he aims 
at raising the efficiency of the system and maxi- 
mizing the revenue to the state, without altering 
the over-all fiscal structure. He points out that a 
program of exemption or alleviation of the tax 
burden on lower classes “‘makes sense only if the 
amount of government expenditures is such 
that it can be covered exclusively by taxes on 
classes with higher incomes.” He notes that the 
Italian government could not afford to eliminate 
or reduce substantially the revenue from indi- 
rect taxation, which (he suggests) is levied 
largely upon luxury or quasi-luxury items. With 
the same views in mind, Steve looks upon the 
extraordinary taxes on capital imposed after the 
war not as instruments of social redistribution 
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of the costs of war and inflation but simply as 
means for covering partially the budgetary defi- 
cits arising from postwar liquidation and recon- 
struction. 

Professor Steve revives old theories, applying 
them to modern conditions, but at the same 
time suggests new viewpoints in the field of pub- 
lic finance. This is indicative of a widespread 
tendency, among Italian economists, to go back 
from the aberrations of Fascist doctrines to clear 
and simple fundamental principles. The merit of 
this book lies in its stimulating presentation and 
its synthesis of the relationship between govern- 
ment fiscal policies and the functioning of the 
economic system. 

FRANK M. TAMAGNA 
Washington, D.C, 


La Banque au service des échanges. By ROGER 
ALHEINC. Paris: Presses Universitaires de 
France, 1946. Pp. 525. Fr. 400. 


In this lengthy and sometimes diffuse volume 
the author seeks to embody the fruits of his life- 
long experience as an official in a French bank. 
Completed on the eve of the war, its publication 
was delayed by the occupation, but the content 
is unchanged and does not cover wartime or 
postwar developments. The author notes an ele- 
ment of irony in the publication of his study on 
the eve of the nationalization of the French 
commercial banks, but he avers that this coinci- 
dence does not deprive his analysis of monetary 
and banking problems of its technical signifi- 
cance. This contention appears reasonable, at 
least for the near future, since the nationaliza- 
tion of commercial banks in France would ap- 
pear thus far to have produced formal rather 
than substantive changes. 

The study ranges over the entire field of 
monetary and financial organization and policy, 
with occasional excursions into history. While 
much of the illustrative material is drawn from 
France, the analysis and proposals for monetary 
and banking reform are intended to be of gen- 
eral application. It is rather unfortunate that a 
substantial part of the discussion is descriptive 
and more or less in the vein of a textbook. This 
makes it difficult to follow the numerous recom- 
mendations for far-reaching reforms which M. 
Alheinc proposes with an intensity of feeling— 
and occasionally a complexity of expression— 
which may reflect his position as a “‘practical’”’ 
man with a message. 





The unifying thread in M. Alheinc’s argu- 
ment is the crucial importance which he attrib- 
utes to bank credit in determining both the level 
of employment and the allocation of resources. 
Viewing the crisis of the thirties as largely if not 
entirely a consequence of the breakdown of the 
banking and credit system, he ascribes great 
(and to this reviewer excessive) importance to a 
wide variety of reforms intended to strengthen 
the control of the central bank over the quantity 
and quality of commercial-bank loans. 

In the first section of the book M. Alheinc 
advances the view—interesting when made by a 
professional banker—that individual commer- 
cial banks are inherently unable to judge sound- 
ly either the volume or the type of loans to ex- 
tend, owing to their ignorance of the general de- 
velopment of the economy. After a lengthy ex- 
amination of the problems of forecasting, he 
concludes that a vast expansion of statistics— 
collected, analyzed, and disseminated by the 
central bank—should enable bankers to aban- 
don their conventional reliance on intuition and 
rule-of-thumb examination of balance-sheet 
ratios and income statements, following instead 
the guidance of the central bank. Coupled with 
this notion of “moral suasion” are proposals for 
various devices to induce commercial banks to 
direct their resources into desirable channels. 
Chief among these is a system of guaranties of 
bank loans by a government agency receiving its 
funds in the form of noninterest-bearing notes 
furnished by the central bank. This system is to 
be combined with an elaborate mechanism for 
compulsory reporting of credits extended by all 
types of institutions, classified according to nar- 
rowly defined industrial categories, which would 
permit the central bank to be informed at all 
times of the pace and quality of credit expan- 
sion. 

While no one will quarrel with proposals for 
improving the quality of commercial loans 
through better techniques of credit-granting, 
M. Alheinc seems to ignore the substantial inde- 
pendence of a large part of business from short- 
term borrowing, at least in the United States 
and, in varying degrees, in other countries. 
More seriously, his concern with mechanical de- 
tails results in a blurring of the distinction be- 
tween state control of the money supply—which 
would find ready acceptance by economists of 
almost all persuasions—and the more contro- 
versial notion of centralized control of the flow 
of credit to different sectors of the economy. 
However, numerous passages indicate a desire 
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to avoid extreme forms of the latter alternative, 
stressing the creation through central-bank con- 
trol of a stable framework within which a large 
area of free enterprise may function. 

In the second section, dealing with the prob- 
lems of credit contraction in a large-scale de- 
pression, the author reviews and dismisses the 
emergency devices developed during the thirties 
to unfreeze assets and to transfer to the state the 
burden for maintaining the liquidity of financial 
institutions. Similarly dismissed, for the most 
part, are the more conventional antidepression 
policies. M. Alheinc shares the skepticism of 
most economists on the effectiveness of open- 
market policy and a reduction of interest rates 
in the trough of a depression. On the other hand, 
he takes a dim view of public works as a com- 
pensatory device, primarily on the grounds that 
they result in an allocation of resources different 
from that which a “free economy” would pro- 
duce. Consequently, he seeks a means of expan- 
sion which will operate through existing business 
channels. 

What emerges, although not too clearly for- 
mulated, is the above-mentioned device for in- 
jecting money into the system through the me- 
dium of noninterest-bearing bonds issued by the 
central bank as a sort of insurance fund against 
frozen loans by commercial banks, the volume 
of such issues to depend on an index of unem- 
ployment. As a precaution against excessive ex- 
pansion of the money supply, these bonds would 
be convertible into cash at the rate of 20 per 
cent per year. It is not clear whether M. 
Alheinc assumes that the increased liquidity of 
commercial banks thus created will itself do the 
trick. This would be contradictory to his com- 
ment on the ineffectiveness of interest-rate pol- 
icy, which is buttressed by a reference to the 
adage of leading horses to water. Yet he stops 
short of alternative proposals, such as using the 
bonds to finance government deficits. 

In a sketchy concluding section on the long- 
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term capital markets, M. Alheinc urges that the 
central bank assume a variety of supervisory 
functions to control the direction and volume of 
long-term investment or rather that part of it 
which depends on the flotation of new securities. 
These functions range from registration require- 
ments similar to those exercised by the S.E.C. to 
a rather vaguely defined veto on new security 
issues, based on what would amount to an in- 
vestment “‘plan.”” With respect to long-term in- 
vestments he is prepared to see the central bank 
exercise a much more direct control than in the 
case of short-term credit. In exceptional cases he 
proposes to give the central bank the right ac- 
tually to participate for a limited period in the 
management of enterprises of “‘strategic impor- 
tance” and to suspend the right of voting by 
proxy. The criteria by which this policy is to be 
guided are not developed, however, and the 
question of expansion from reinvested earnings 
is not touched upon. 

It is not surprising that M. Alheinc’s pre- 
occupation with domestic monetary stability 
leads him to treat international monetary policy 
rather like a stepchild, with only occasional 
footnote references to the insignificance of 
measures to introduce international monetary 
stability (including the International Monetary 
Fund) without a firm base in domestic credit 
policies. Similarly, while little attention is de- 
voted to the subject of foreign investment, a 
healthy skepticism is expressed on the efficacy 
of legal guaranties exacted from debtors as con- 
trasted with solving the basic problem of trans- 
fer. 

Whatever the limitations of this book as a 
systematic exposition of theory and policy, one 
can only commend the untrammeled way in 
which the author, as a professional banker, per- 
mits his mind to roam over basic issues. 


WALTER A. CHUDSON 
Lake Success, New York 
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